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Hal

NuCQO, Inc. is the nation’s leading supplier of bulk CO,

systems and bulk CO, for carbonating fountain beverages.
We are the first and only company to operate a national
network of service locations with virtually all of the fountain
beverage users in the continental United States located
within our current service area. A pioneer in the
use of bulk CO, technology for the foodservice
and hospitality industry, we are the driving force in the
transformation from high-pressure CO,, the customary
method of carbonating fountain beverages, to bulk CO,. It
is a relatively new technology with clear advantages over
high-pressure CO;, such as consistent and improved beverage
quality, increased product yields, reduced employee handling
and storage requirements, greater productivity, elimination

of downtime and product waste, as well as enhanced safety.




Sharehalders
Letter

TO OUR SHAREHOLDERS:
Fiscal 2006 was another year of solid progress for NuCO,. Qur
Company’s value proposition is built around delivering the highest
purity product, beverage prade CO,, in a prompt, timely, efficient
manner, and providing impeccable service so thar our customers’ soft
drink fountains operate smoothly and uninterruptedly. We have set
the bar high throughout our organization and in the marketplace, and
[ am pleased o report thar our effores, along with che enthusiastic
response of our employees, are enabling our Company to achieve
impressive resulis.

At the close of the year, we were servicing 113,000 food establishments,
across » range of quick service, casual dining, convenience stores, movie
theaters and anmwisement parks operated by national chains and indi-

vidual family-owned stores. This represents a growth of 59% in unirs

serviced over the past five years, a time-span that includes a period

when NuCQO, went into a detiberare slowdown in order to implement
practices and procedures that would produce results commensurate with
the growth potential of our market. No less important, we have made
important strides in improving productivity through better training,
distribution systems, and increasing density thut enables us to make
deliveries urilizing the most efficient routes that save time and fuel.
The market for bulk CO, continues to provide significant opportu-

nity for growth, reflecting thousands of businesses that have yer to avail
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themselves of the efficiencics and cconomics inherent in bulk CO,
usage, and also the continued, sustained yearafier-year expansion of
the restaurant industry itsell. As the largest and only national supplier
of bulk CQ, systems, our company is strongly positioned to capitalize
on this market through borh organic growth and strategic acquisitions.

This past year we continued our focus on operational performance
through investments in new and better logistics technology, delivery
vehicles and depots, expanded training and strengthening our staff,
and enhancing marketing and sales. The Company's strong, disciplined
finances have enabled us to fund our growth and these programs
from operating cash, while at the same time paying down debt and
effecting acquisitions.

The year, in shore, reflected many significant accomplishments.

ACQUISITIONS

While our revenie growth plan is focused on continuous growth in
organic bookings, we are also rargeting selected acquisitions of existing
competitive bulk CO, customers located within or near to our nation-
wide route scructure. Thus, as fiscal 2006 got underway, we began
integration of 1,100 bulk CO, beverage customers purchased from
Coca-Cola Enterprises Inc. in June 2005, These customers were in the

states of Hlinois, Indiana, Kentucky and Ghio. This was followed by the

September 2005 acquisition of 2,500 bulk and high pressure accounts,




as well ns reluced assets, of Bay Arca Equipment Co., Inc. Bay Area
Equipment had @ major presence in greater San Francisco, including
coverage throughout much of the Northern California market. I dove-
tailed neatly with three existing NuCQ, depots in Hayward, Fresno
and Sacramento, CA, further strengthening productivity through
enhanced density in these regions. In June 2006, we purchased an addi-
tional 3,000 bulk CO, customers from Coca-Cola Enterprises further

expanding our presence in the Midwestern ULS. area.

MARKETING AND SALES

Our marketing and sales programs were placed under the leadership of
John (Jack) E. Wilsem, who joined us in June 2005 in a new position as
Exccutive Vice President and Chief Customer Officer. after having
spent a highly successful 25-year career as a senior executive with The
Coca-Cola Company's fountain beverage division and later » consul-
ant on sales and growth surmegies. Jack, who also onee served as a
Board member of NuCQO,, has effected a significant changeover this
past year in our sales force through the introduction of new compensa-
tion structures which enables the Company to atrract and retain the
highest quality sales staff. Approximarely half of our territory sales
workforce is represenced by the new program, with maost of the new
salespeople having been added in the third and fourth guarters of

fiscal 2006. Since several months are required for training the new

personnel, the benefits of the transition ure expected 0 be reflected

more fully in fiscal 2007,

OPERATIONS

On the operating front, additional significant actions aimed at increas-
ing quality and efficiency also have been effected. A 1otal of eight new
depors have been added o enhance delivery performance and reduce
delivery rime, bringing the wwtal to 125 depors nationwide. Meanwhile,
we have successtully rolled ont cur new truck design, which will result
in easier, safer and more cconomic deliveries. New routing rechnology
was developed and will be implemented in the current year to materi-
ally upgrade our ubility to efficiently integrate new customers and create
improved distribution productivicy from our existing customer hase. A
new handheld PDA system used to electronically connect our drivers
and logistics system went operative nationally this past year, enhancing
efficiency in delivery frequency, payload and mileage. Our customer
service and call center has heen converted 1o a unified and more flexi-
ble platform that upgrades call response time, provides for more prompr
response to call load vaniations and will be of immense value in deploy-
ing calls o alternate centers in the event of ourages, such as from
hurricanes. A new [T data center remote from our business headquarters
in Stuart, Florida, has been installed w create full back-up and conti-

nuity, especially in the event of emergencies.
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MASTER SERVICE AGREEMENTS (MSA)

Our MSA program, building national and regional contract relation-
ships with foadservice chains, continues to expand. Under it we have
built a strong connection with many of the major restaurant brands
that adopt our program for their company-owned units while designae
ing NuCQ, as the preferred supplier to their franchisees, The ateraction
in almost every case is not only our high level of nationwide service,
but also the assured delivery of traceable high quality beverage grade
CO, and cenralized billing that climinates tedious multiple-unit paper-
work. I all, to date, our master service agreements cover 84 restaurant
concepts, including 52,000 customer locations, with another 44,000
porential sites where we are designared as a preferred supplier. Last year,
we signed 17 coneepts under new MSAs. Among ous tost tecent addi-
tions were such familiar brands as Bennigan'’s Grill & Tavern®, Sicak
and Ale®, Bonanza® and Ponderosa® Steakhouses, International Dairy

Queen, Ruby Tuesday and Costeo.

OVERVIEW

We rounded out fiseal 2006 with net customer additions of 13,275,

including 12,200 organic activations and 5,600 acquired accounts

hefore arcrition, which improved 1o 4.5% of total customers, compared

t 5% in fiscal 2005.
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Revenue for fiscal 2006 amounted o $116.2 million, up over 19%
from rhe prior year. For the same period EBITDA (excluding non-cash
stock oprion expense) increased by 16% including the impact of
Hurricane Katrina which reduced operating earnings by more than §1
million. Our EBITDA growth before this special charge would have
reached our vriginal goal of 20% over priot year. On a comparable hasis,
our GAAPD EPS improved from 35 cents {excluding the effect of debr
and equity financing costs, o favorable tax adjustment and stock option
expense) in fiscal 2005 to 65 cents in fiscal 20006.

Our outlook is bright and our commitment is strong as we continue
10 build NuCO, to realize rhe potential of a significant marker vpportu-
nity and to enable strong long-term revenue, profit and cash growth.

Our many achievements would not be possible without the suppor
and commitment of our loyal employees, our customers, the members of
our Board of Directors and, surely not least, vur sharcholders, We thank

you and express our very deep appreciation,
Sincerely,
-
o Gusnd

Michael E. DeDomenico

Chairman and CEQ
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SELECTED FINANCIAL DATA

(In thousands, except per share and Operating Data)

The Selected Financial Data sex forth below reflect our historical results of operations, financial condition and eperating data for the periods indicated
and should be read in conjunction with the consolidated financial statements and notes thereto and Management's Discussion and Analysis of
Financial Condition and Results of Operations included elsewhere herein.

Fiscal Year Ended June 30, 2006 | 2005* 2004 2003+ 2002*

INCOME STATEMENT DATA:

Product sales $ 75959 | § 60,518 $ 49,115 $ 45,027 % 45267

Equipment rentals 40,237 36,822 31, 19,382 27,045

Total revenues 116,196 97,340 80,836 74,409 72,312

Cost of products sold, excluding depreciation and amortization 49,397 41,278 33,883 32,047 31,903

Coast of equipment tentals, excluding depreciation and amortization 3,086 2,391 2,345 3,513 3,595

Selling, general and administrative expenses 24,146 17,020 15,722 17,484 17,614

Depreciation and amortization 18,333 16,484 15,234 17,167 16,319

Loss on asset disposal 1,733 1,332 1,242 1,650 4,654

Operating income {loss) 19,501 18,835 12,410 2,548 (1,773)
Loss on early extinguishment of debt — 5,817 1,964 — 796

Unrealized loss on financial instrument (177) — 177 — —

Interest expense 1,989 6,985 7.947 7,487 8,402

Net income (loss) before income taxes 17,689 6,033 2,322 (4,939)  (10,971)
Provision for (benefit from) income taxes 7,341 (19,538) 142 — —

Net income (loss) $ 10348 | $ 25591 $ 2,180 $ (4,939 $(10971)
Net income (loss} per hasic common share $ 067 (%5 198 $ 013 5 (054 $ (13D
Net income (loss) per diluted common share $ 065 % 179 $ 012 % (054 % (1.32)
Weighted average shares outstanding—basic 15,427 12,808 10,689 10,396 8,742

Weighted average shares ourstanding—diluted 15,997 14,295 11,822 10,396 8,742

OTHER DATA:

EBITDAM $ 37834 [ $ 33319 % 27644 $ 19715 $ 14,546

Total company owned bulk CO; systems serviced 93,000 82,000 68,000 63,000 61,000

Customer owned bulk CO; systems serviced 18,000 16,000 12,000 11,000 9,000

Total bulk CO; systems serviced 111,000 98,000 80,000 74.000 70,000

Total high pressure CO; customers 2,000 1,000 1,000 1,000 1,000

Total customers 113,000 99,000 81,000 75,000 71,000

Stationary depots 113 103 97 91 76

Mobile depots 12 14 11 10 22

Bulk CO; trucks 230 203 173 168 161

Technical service vehicles 117 92 83 73 76

High pressure cylinder delivery trucks 3 — — — —

BALANCE SHEET DATA:

Cash and cash equivalents $ 341 1 % 968 % 505 % 455 § 1,562

Toral assets 199,007 173,132 128,502 125,846 132,638

Toral debt (including short-term debr) 35,450 32,000 66,173 70,529 87,660

Redeemable preferred stack — - 10,021 9,258 8,552

Total shareholders’ equity 146,924 129,184 40,756 34,936 25,219

*Restated to conform tw current vear presentation,
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(1) RECONCILIATION OF GAAP AND EBITDA

Fiscal Year Ended June 30, 2006 2005 2004 2003 2002
Net Income (loss) $ 10348 | $25591  $ 2,180  $ {4939 $(010,971)
[nterest expense 1,989 6,985 1,947 7.487 8,402
Depreciation and amortization 18,333 16,484 15,234 17,167 16,319
Provision for (benefit from) income taxes 7.341 {19,558} 142 — —_
Unrealized loss on financial instrument (T — 177 — —
Loss on early extinguishment of debt — 5817 1,964 — 796
EBITDA $ 37834 | $35319 $27.644 § 19715 % 14546
Cash flows provided by {used in):

Operating activities §33578 | $29.651 $ 21657 § 15826 $ 10838

Investing activities $(41,682) | $(38,781) $(16.,595) $(13,891) $(12,817)

Financing acriviries $ 7477 | % 9593 % (5012) $ (3.042) § 2895

Enrnings before interest, taxes, depreciation and amortization {*EBITDA") is ane of the principal financial measures by which we measure our financial performance.
EBITDA is a widely accepted finuncial indicator used by many investors, lenders and analysts to analyze and compare companies on the basis of operating
perforsmance, and we believe that EBITDA provides useful information regarding our ability to service our debr and other obligations. However, EBITDA does not
represent cash flow from operations, nor has it been presented as a substitute to operating income or net incame as indicators of our operating performance. EBITDA
excludes significant costs of doing business and should not be considered in isolation or as a substitute for measures of performance prepared in accordance with
accounting principles generally accepted in the United States of America. In addition, our calculation of EBITDA may be different from the caleulation used by our
competitors, and therefore comparability may be affected. In addition, our lenders also use EBITDA to assess our compliance with debr covenants, These financial
covenants are based an a measure that is not consistent with accounting principles generally accepted in the United States of America, Such measure is EBITDA
{(as defined) as modified by certain defined adjustments. )
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS

This Management’s Discussion and Analysis of Financial Condition and
Results of Operations contains forward-looking statements regarding furwre
events and our future vesults that are based on current expectations, esti-
mates, forecasts, and projections about the industry in which we operate and
the beliefs and assumptions of our management. Words such as “expects,”

“anticipates,” “targets,”

" “plans,” “believes,”

“secks,” “estimates,” variations of such words, and similar expressions are

goals,” “projects,” "intends,

intended to identify such forward-looking statements. In addition, any state-
ments that refer to projections of our future financial performance, our
anticipated growth and trends in our business, and other characterizations
of future evens or civcumstances, are forward-looking statements. Readers
are cautioned that these forward-looking statements are only predictions and
are subject to visks, uncertainties, and assumptions that ave difficult to
prredict. Therefore, actual results may differ materially and adversely from
those expressed in any forward-looking statements.

Overview

We believe we are the leading supplier of bulk CQ; systems and bulk
CO for carbonating fountain beverages in the United Srates based on
the number of bulk CO; systems leased to customers and rhe only
company in our industry te operare a national network of bulk CO;
service locations. As of June 30, 2006, we operated a national network of
125 service locations servicing approximately 113,000 customer locations
in 45 states. Currently, virtually all fountain beverage users in the
continental United States are within our presenr service area. On
October 1, 2004, we purchased the bulk CO; beverage carbonation
business of Pain Enterprises, Inc. The transaction involved the acquisition
of approximately 9,000 customer accounts, including approximately
6,300 tanks in service, vehicles, parts, and supplies. On Seprember 30,
2005, we purchased the beverage carbonation business in northern
California of Bay Area Equipment Ca., Inc. We acquired approximarely
2,500 customer accounts, including 1,000 ranks in service, vehicles,
parts, and supplies. In addition, an June 30, 2006, we acquired the bulk
CO; beverage carbonation business in 18 states in the southwest and
midwest, as well as parts of the southeast, of Coca-Cola Enterprises Inc.
We acquired approximately 3,000 accounts, including 2,400 tanks in
service. These acquisitions provide further penetration and operating
efficiencies in markets in which we operate.

We market our bulk CO; products and services to large customers such
as restaurant and convenicnce store chains, movie rheater operators,
theme parks, resorts and sports venues. Our customers include many of
the major national and regional chains rthroughout the Unired States.
Qur success in reaching multi-unit placement agreements is due in part
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to our national delivery system. We typically approach large chains on
a corporate or regional level for approval to become the exclusive sup-
plier of bulk CO; products and services on a national basis or within a
designated territory. We then direct our sales efforts to the managers or
owners of the individual or franchised operating units. Qur relation-
ships with chain customers in one peographic market frequently help us
to establish service with these same chains when we expand into new
markets. After accessing the chain accounts in a new marker, we
attempt to rapidly build route density by leasing bulk CO, systems to
independent restaurants, convenjence stores and theaters.

We have entered into master service agreements which include 85
restaurant and convenience store concepts that provide fountain beverages.
These master scrvice agreements generally provide for a commirment
on the part of the operator for all of its currently owned locations and
may also include future locations. We currently service approximately
52,000 chain and franchisee locations with chains that have signed
master service agreements. We are actively working on expanding the
number of master service agreements with numerous restaurant chains.

We believe that our future revenue growth, gains in gross margin and
profitability will be dependent upon (1} increases in route density in
our existing markets and the expansion and penetration of bulk CO;
system installations in new market regions, both resulting from successful
ongoing marketing, (2) improved operating efficiencies and (3) price
increases. New multi-unit placement agreements combined with single-
unit placements will drive improvements in achieving route density.
We maintain a highly efficient route structure and establish additional
service locations as service areas expund through geographic growth.
Qur entry into many states was accomplished largely through the acqui-
sitton of businesses having thinly developed roure nerworks. We expect
1o benefit from route efficiencies and other economies of scale as we
build our customer base in these states through intensive regional and
local marketing initiatives. Greater density should also lead to enhanced
utilization of vehicles and other fixed assets and the ability to spread
fixed marketing and administrative costs over a broader revenue base.

Generally, our experience has been that as our service locations
mature their gross profit margins improve as a result of business volume
growth while fixed costs remain essentially unchanged. New service
locations typically operate at low or negative gross margins in the early
stages and detract from our highly profitable service locations in more
mature markets. Accordingly, we believe that we arce in position ro
build our customer base while maintaining and improving upon cur
superior levels of customer service, with minimal changes required to
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support our infrastructure. We continue to focus on improving operat-
ing effectiveness, increasing prices for our services and strengthening
our workforce, and anticipate that these initiatives will congribute posi-
tively to all areas of our company.

General

Substantially all of our revenues have been derived from the rental of
bulk CO; systems installed ar customers' sites, the sale of bulk CO; and
high pressure cylinder revenues. Revenues have grown from $72.3 million
in fiscal 2002 to $116.2 million in fiscal 2006. We believe that our
revenue base is stable due to the existence of long-term contracts with
our customers, which generally rollover with a limited number expiring
without renewal in any one year. Revenue growth is largely dependent
on (1) the rate of new bulk CO; system installations, (2) the growth in
bulk CO; sales and {3) price increases.

Cost of products sold is comprised of purchased CO; and vehicle
and service location costs associated with the storage and delivery
of COs. As of June 30, 2006, we cperated a total of 347 specialized
bulk CO; delivery vehicles and technical service vechicles that logged
approximately 14 million miles in fiscal 2006, While significant
increases in fuel prices impact our operating costs, such impact is largely
offset by fuel surcharges billed to the majority of our customers.
Consequently, white cthe impact on our gross profit and operating
income is substantially mitigated, rising fuel prices do result in lower
gross profit margins, Cost of equipment rentals is comprised of costs
associated with customer equipment leases. Selling, general and admin-
istrative expenses consist of wages and benefits, dispatch and commu-
nications costs, as well as expenses associated with marketing,
administrarion, accounting and employee training. Consistent with the
capital intensive nature of our business, we incur significant deprecia-
tion and amortization expenses. These stem from the depreciation of
our bulk CO; systems and related installation costs, amortization of
deferred lease acquisition costs, and amortization of deferred financing
costs and other intangible assets. With respect to company-owned bulk
€O, systems, we capiralize installation costs based on a standard
amount per installation that is associated with specific installations of
such systems with customers under non-cancelable contracts and which
would not be incurred bur for a successful placement. All other service,
marketing and administrative costs are expensed as incurred.

Since 1990, we have devated significant resources to building a sales
and marketing organization, adding administrative personnel and
developing a national infrastructure to support the rapid growth in the
number of our installed base of bulk CO; systems. The costs of this

expansion and the significant depreciation expense recognized on our
instatled network have resulted in accumulared net losses of $19.8 million
at June 30, 2006.

Results of Operations
The following table sets forth, for the periods indicated, the percentage
relationship which the various items bear to total revenues:

Fiscal Year Ended June 30, 2006 2005 2004
[NCOME STATEMENT DATA:
Product sales 63.4% 62.2% 60.8%
Equipment rentals 346 378 39.2
Total revenues 100.0 100.0 100.0
Cost of products sold, excluding depreciation

and amortization 425 424 419
Cost of equipment renrals, excluding

depreciation and amortization 2.7 25 1.9
Selling, general and administrative expenses 208 17.5 19.4
Depreciation and amortization 15.8 16.9 18.8
Lass on asser disposal 1.5 1.4 1.6
Operating income 16.8 19.3 15.4
Loss on early extinguishment of debt — 6.0 2.5
Unrealized {gain) lass on financial instrument {0.2) — 0.2
Interest expense 1.7 7.1 9.8
Income before income taxes 153.2 6.2 29
Provision for (benefit from) income taxes 6.3 (2011 0.2
Net income 8.9% 26.3% 2.7%

Fiscal Year Ended June 30, 2006 Compared to
Fiscal Year Ended June 30. 2005

TOTAL REVENUES

Total revenues increased by $18.9 million, or 19.4%, from $97.3 million
in 2005 to $116.2 million in 2006. Revenues derived from our bulk CO,
service plans increased by $12.6 million, primarily due to an increase in
the number of customer locations, while revenues derived from the sale
of high pressure eylinder products, fuel surcharges, equipment sales and
other revenues increased by $6.3 million. In addition, the Bay Area
Equipment transaction generated revenues of $1.8 million in fiscal 2006.
The number of customer lacations utilizing our products and services
increased from approximately 99,000 customers at June 30, 2005 o
approximately 113,000 customers at June 30, 2006, due primarily to
organic growth and the acquisition of approximately 2,500 customer
accounts from Bay Area Equipment on September 30, 2005 and 3,000
customer accounts from Coca-Cola Enterprises [nc. on June 30, 2006.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS

The following table sets forth, for the periods indicated, the percentage
relationship which our service plans bear to total revenues:

Fiscal Year Ended June 30, 2006 2005
Service Plan
Bulk hudget plan* 52.8% 57.0%
Equipment lease/product purchase plan? 16.5 15.4
Product purchase plan? 10.3 9.7
High pressure cylinder* 5.3 5.7
Other revenues® 15.1 12.2
100.0% |  100.0%

! Combined fee for bulk CO: tank and bulk CO,.

¥ Fee for bulk CO; 1ank and, separately, bulk CO; usage.
* Bulk CO; only.

* High pressure CO; cylinders and non-CO; gases.

* Surchurges and other charges.

Product Sales—Revenues derived from the producr sales portion of our
service plans increased by $15.4 million, or 25.5%, from $60.5 million
in 2005 to $76.0 million in 2006. The increase in revenues is primarily
due to a 14.3% increase in the average number of customer locations
serviced combined with a 4.8% increase in the quantity of CQ sold to
the average customer due in large part to the customers acquired in the
Pain Enterprises transaction on QOectober 1, 2004, the Bay Area
Equipment transaction on September 30, 2003, and the impact of new
customer locations activated under master service agreements. In addi-
tion, sales of products and services other than bulk CO; increased by
$6.3 million due in [arge part to an increase in revenues derived from
cylinder products, fuel surcharges, equipment sales and other revenues.

Equipment Rentals—Revenues derived from the lease portion of our
service plans increased by $3.4 million, or 9.3%, from $36.8 million in
2005 to $40.2 million in 2006, primarily due to a 13.6% increase in the
average number of customer locations leasing equipment from us, the
impact of the Pain Enterprises and Bay Area Equipment transactions,
and price increases to a significant number of our customers consistent
with the Consumer Price Index, offset by incentive pricing provided to
multiple narional restaurant organizations urilizing our equipment
under the bulk budget plan and equipment lease/product purchase
plans pursuant to master service agreements. The number of customer
locations renting equipment from us increased from approximately
82,000 at June 30, 2005 to approximately 93,000 at June 30, 2006.

COST OF PRODUCTS SOLD, EXCLUDING DEPRECIATION

AND AMORTIZATION

Cost of products sold, excluding depreciation and amortization,
increased from $41.3 million in 2005 to $49.4 million in 2006, while
decrensing as a percentage of product sales revenue from 68.2% to 65.0%.
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Product costs increased by $3.9 million from $15.5 million in 2005 to
$19.4 million in 2006. The base price with our primary supplier of CO,
increased by the Producer Price Index, while the volume of CO; sold by
us increased 19.0%, primarily due to a 14.3% increase in our average
customer base and a 4.8% increase in CO; sold to these customers. The
increase in the quantity of CO; sold to the average customer is due in large
part to the impact of the Pain Enterprises transaction on Qctober 1,
2004, the Bay Area Equipment transaction on September 30, 20053, and
master service agreements.

Operarional costs, primarily wages and benefits related to cost of
products sold, increased from $16.0 million in 2005 to $18.6 million in
2006, primarily due to a $1.9 million increase in route driver costs
associated with an increased customer base. As of June 30, 2006, we
had 352 drivers as compared to 332 at the same point last year and 270
at the end of fiscal 2004. Operational relared costs also included costs
directly related 1o the two major hurricanes to hit the southeastern
United States in the first quarter of fiscal 2005.

Truck delivery expenses increased from $6.4 million in 2005 to
$7.7 million in 2006 primarily due to the increased customer base and
fuel costs. We have been able to continue to minimize the impact of
increased fuel casts and variable lease casts associated with truck usage by
continuing to improve efficiencies in the timing and routing of deliveries.

Occupancy and shop costs related to cost of products sold increased

from $3.4 million in 2005 to $3.7 million in 2006.

COST OF EQUIPMENT RENTALS, EXCLUDING DEPRECIATION
AND AMORTIZATION

Cost of equipment rentals, excluding depreciation and amortization,
increased from $2.4 million in 2005 to $3.1 million in 2006 while
increasing as a percentage of equipment rentals revenue from 6.5% to
7.7%. The increase in the cost of equipment rentals is primarily related
to additional wages and transportation costs.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES
Selling, general and administrative expenses increased by $7.1 million
from $17.0 million in 2009 to $24.1 million in 2006, while increasing as
a percentage of toral revenues from 17.5% in 2005 to 20.8% in 2006.

Selling related expenses increased by $1.3 million, from $3.6 million
in 2005 to $4.9 million in 2006, primarily the result of the planned
canversion of select independent sales representatives to salaried
employees and expenses directed towards training, marketing and
growth opportunities.

General and administrative expenses increased by $5.9 million, or
43.7%, from $13.4 million in 2005 to $19.3 million in 2006. We adopred
SFAS No. 123-R, "Share-Based Payments” (SFAS 123-R} on July 1, 2005
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(see Recent Accounting Pronouncements). As a result, share-based
compensation expense was $3.3 million in 2006 with no comparable
expense recorded in our statement of operations prior to the date of
adoption. In addition, this increase was the result of the addition of our
new Chief Customer Qfficer, wage increases, hurricane related expenses,
and public company related expenses, including expenses related to the
Sarbanes-Oxley Act.

DEPRECIATION AND AMORTIZATION

Depreciation and amortization increased from $16.5 million in 2005 to
$18.3 million in 2006. As a percentage of toral revenues, depreciation and
amortization expense decreased from 16.9% in 2005 to 15.8% in 2006.

Depreciation expense increased from $13.8 million in 2005 w
$15.3 million in 2006. The increase was due in large part 1o the purchase
and placement of bulk CQ; tanks at customer sites and equipment from
acquisitions.

Amortization expense increased from $2.7 million 2005 to $3.0 million
2006. The decrease in the amortization of certain deferred charges
was offset by the increased amortization of intangible assets relaced
to our acquisition activities over the last year, and deferred lease
acquisitton costs.

LOSS ON ASSET DISPOSAL

Loss on asset disposal increased from $1.3 million in 2003 te $1.7 million
in 2006, increasing as a percentage of rotal revenues from 1.4% to 1.5%.
The increase in expense is primarily related to the impact of Hurricane
Katrina, a major hurricane, which directly or indirectly impacted our
operations and assets in northwest Florida and in portions of Alabama,
Louisiana and Mississippi.

OPERATING INCOME

For the reasons previously discussed, operating income increased by
$0.7 million from $18.8 million in 2005 to $19.5 million in 2006. As a
percentage of total revenues, operating income decreased from 19.3%
to 16.8%.

LOSS ON EARLY EXTINGUISHMENT OF DEBT

In the fourth quarter of fiscal 2003, we accelerated the recognition of
$2.4 million in deferred financing costs associated with the refinancing of
our long-term debt. In addition, in connection with the repayment of our
16.3% Senior Subordinated Promissory Notes we incurred a prepayment
penalty of $1.8 million and accelerated the recognition of the unamor-
tized portion of the original issue discount assaciated with those notes,
$1.6 million.

See “Liquidity and Capital Resources!”

GAIN ON FINANCIAL INSTRUMENT

We use derivative instruments to manage exposure to interest rate risks.
Our objectives for holding derivatives are to minimize the risks using
the most effective methods to eliminate or reduce the impact of this
exposure. In order to reduce our exposure to increases in Eurodollar rates,
and consequently to increases in interest payments, we entered into an
interest rate swap transaction (the “Prior Swap”) on October 2, 2003, in
the amount of $20.0 million with an effective date of March 15, 2004
and a maturity date of September 15, 2005, As the Prior Swap was not
effective until March 15, 2004 and no cash flows were exchanged prior
to that date, the Prior Swap did not meet the requirements to be desig-
nated as a cash flow hedge. As such, an unrealized loss of $0.2 million
was recognized in our statement of operations for the fiscal year ended
June 30, 2004, reflecring the change in fair value of the Prior Swap
from inception to the effective date. As of March 15, 2004, the Trior
Swap met the requirements to be designated as a cash flow hedge and
was deemed a highly effective transaction. Accordingly, we recorded
the change in fair value of the Prior $wap from March 15, 2004 through
Septrember 15, 2005, as other comprehensive income, which was
reversed upon the termination of the Prior Swap in September 2005. In
addition, upon termination of the Prior Swap, we reversed the unrealized
loss of $0.2 million previously recognized in our statement of operations.

INTEREST EXPENSE

Interest expense decreased from $7.0 million in 2005 to $2.0 million in
2006, while the effective interest rate of our debe decreased from 10.4%
per annum in 2003 to 3.9% per annum in 2006. This reduction was due
to the redemption of our 16.3% Senior Subordinated Promissory Notes
in April 2005 and the refinancing of our senior credit facility in May
2003. See “Liquidity and Capital Resources.”

INCOME BEFORE PROVISION FOR INCOME TAXES

Primarily for the reasons described above under interest expense
and the loss on early extinguishment of debt, income before provision
for income taxes increased by 192.2%, from $6.0 million in 2005 to
$17.7 million in 2006.

PROVISION FOR INCOME TAXES

During 2005 we recorded a $19.6 million income tax benefit as
compared to a provision for income taxes of $7.3 miflion in 2006. As of
June 30, 2003, after consideration of all available positive and negative
evidence, we concluded that the deferred tax asset relating to our
net operating loss carryforwards will more likely than not be realized in
the future. Thus, rhe entire valuarion allowance previously recorded
was reversed as of that date. Accordingly, during the fiscal year ended
June 30, 2006, we recognized a tax provision consistent with our
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effective tax rate. However, while we anticipate continuing to recognize
a full tax provision in future periods, we expect to pay only AMT
and stateflocal raxes until such time that our net operaring loss carry-
forwards are fully utilized.

As of June 30, 2006, we had net operating loss carryforwards for fed-
eral income tax purposes of approximately $102 million and for state
purposes in varying amounts. T he net operating loss carryforwards are
available o offset future taxable income, if any, through June 2025. If
an “ownership change” for federal income tax purposes were to occur in
the future, our ability to use our pre-ownership change federal and state
net operating loss carryforwards (and certain built-in losses, if any)
would be subject to an annual usage limitation, which under certain
circumstances may prevent us from being able to utilize a portion of
such loss carryforwards in future rax periods and may reduce our after-
tax cash flow.

Deferred income taxes reflect the benefits of net operating loss
carryforwards and the net tax effects of temporary differences between
the carrying amounts of assets and liabilities for financial reporting
purposes and the amounts uscd for income tax purposes. Qur deferred
tax assets include the benefit of loss carryforwards incurred through
fiscal 2005. In assessing the realizability of deferred tax assets, we
consider whether it is more likely than not that some portion or all of
the deferred tax assets will not be realized. Among other macters,
realization of the entire deferred tax asset is dependent on our ability w
generate sufficient raxable income prior to the expiration of the
carryforwards. [n order ro utilize the entire deferred rax asset we will
nced to generate taxable income of approximately $111 million. We
will continue to evaluate whether or not our net deferred rax assets will
be fully realized prior to expiration. Should it become more likely than not
that all or a portion of the net deferred tax assets will not be realized a

valuation atlowance will be recorded.

NET INCOME
For the reasons described above, net income decreased from $25.6 million
in 2005 to $10.3 million in 2006.

EBITDA

Earnings before interest, taxes, depreciation and amortization
(“EBITDA") is one of the principal financial measures by which we
measure our financial performance. EBITDA is a widely accepted financial
indicator used by many investors, lenders and analysts to analyze and
compare companies on the basis of operating performance, and we believe
that EBITDA provides useful information regarding our ability to
service our debt and other obligations. However, EBITDA does not
tepresent cash flow from operations, nor has it been presented as a
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substitute to operating income or net income as indicators of our
operating performance. EBITDA excludes significant costs of doing
business and should not be considered in isolation or as a substitute for
measures of performance prepared in accordance with accounting prin-
ciples generally accepted in the United States of America. [n addition,
our calculation of EBITDA may be different from the calculation used
by our competitors, and therefore comparability may be affected. In
addition, our lender also uses EBITDA to assess our compliance with
debt covenants. These financial covenants are based on a measure that
is not consistent with accounting principles generally accepted in the
United States of America. Such measure is EBITDA (as defined) as
modified by certain defined adjustments.

EBITDA, as set forth in the table below (in thousands), increased by
$2.5 million, from $35.3 million in 2006 to $37.8 million in 2006, while
decreasing as a percentage of total revenues from 36.3% to 32.6%.
EBITDA in 2006 includes the $3.3 million impact of the adoption of
SFAS 123-R in July 2005.

Fiscal Year Ended June 30, 2006 2005
Net income $ 10,348 | $ 25,991
Interest expense 1,989 6,985
Depreciation and amortization 18,333 16,484
Provision for (benefit from) income raxes 7.341 (19,558)
Gain on financial instrument (177 —
Loss on early extinguishment of debt — 5817
EBITDA $ 37,834 | $ 35319
Cash flows provided by (used in}):

Operating activities $ 33,578 | $ 29,651

Investing activities $(41,682) | $(38,781)

Financing activities $ 7477 $ 9,593

Fiscal Year Ended June 30, 2005 Compared to
Fiscal Year Ended June 30, 2004

TOTAL REVENUES

Total revenues increased by $16.5 million, or 20.4%, from $80.8 million
in 2004 to $97.3 million in 2005. Revenues derived from our bulk CO;
service plans increased by $13.9 million, primarily due to an increase in
the number of customer locations. During the year, the number of cus-
tomer locations utilizing our bulk CO; services increased from 80,000
customers at June 30, 2004 to 98,000 at June 30, 2005, due to strong
organic growth and the purchase of approximately 9,000 customer loca-
tions from Pain Enterprises, Inc. on Ociober 1, 2004 which generated
revenues of $7.3 million in 2005. In addition, revenues derived from the
sale of high pressure cylinder products, fuel surcharges, and other reve-
nues increased by $2.6 million.




The following table sets forth, for the periods indicated, the percentage
relationship which our service plans bear to toral revenues:

Fiscal Year Ended June 30, 2005 2004
Service Plan
Bulk budget plan' 57.0% 61.5%
Equipment lease/product purchase plan? 15.4 120
Product purchase plan® 9.7 8.8
HMigh pressure cylinder! 5.7 6.0
Other revenues® 12.2 11.7
100.0% | 100.0%

' Combined fee for bulk CO: rank and bulk CO,.

! Fee for bulk ©O: rank and, separately, bulk CO; usage.
¥ Bulk CO; only.

* High pressure CO; cylinders snd non-CO; gases.

5 Surcharpes and orher charges.

The high pressure cylinder caregory includes all high pressure cylinder rental and gas related
revenues, including those revenues for high pressure cylinders provided as a peripheral
product to customers utilizing a bulk COy plan and thase customers thar use only high
pressure cylinders. During fiscal 2002, we adopted a plan to phuse out thuse customers that
use only high pressure eylinders and who du not utilize one of our bulk CO; service plans.
Revenues derived from our stand-alune high pressure eylinder cusromers may not be fully
eliminated from our ongeing revenues inasmuch as our goal is to convert these customers
0 a bulk COy service plan. Accordingly, the expected declining revenues derived from
stand-alone high pressure cylinder customers are not expected to have a material impact
oty our resulrs of operations,

Product Sales—Revenues derived from the product sales portion of our
service plans increased by $11.4 million, or 23.2%, from $49.1 million in
2004 to $60.5 million in 2005. The increase in revenues is primarily due
to a 17.7% increase in the average number of customer locations serviced
combined with an increase in CO; sold to the average customer. In
addition, the sales of products and services other than bulk CO;
increased by $2.6 million due in large part to an increase in revenues
derived from cylinder products, fuel surcharges and other revenues.

Equipment Rentals—Revenues derived from the lease portion of our
service plans increased by $5.1 million, or 16.1%, from $31.7 million in
2004 ro $36.8 million in 2005, primarily due to a 16.8% increasc in the
average number of customer locations leasing equipment from us and
price increases to a significant number of our customers consistent with
the Consumer Price Index, offset by incentive pricing provided to mul-
tiple national resraurant organizations utilizing our cquipment under
the bulk budgert plan and equipment lease/product purchase plans pur-
suant to master service agreements. The number of customer locations
renting equipment from us increased from 68,000 ar June 30, 2004 to
82,000 at June 30, 2003, due to strong organic growth and the purchase
of approximately 6,300 customer locations utilizing equipment rental
plans from Pain Enterprises, Inc. on Qctober 1, 2004

COST OF PRODUCTS SOLD, EXCLUDING DEPRECIATION

AND AMORTIZATION

Cost of products sold, excluding depreciation and amortization, increased
from $33.9 million in 2004 to $41.3 million in 2005, while decreasing as
a percentage of product sales revenue from 69.0% to 68.2%.

Product costs increased by $3.1 million from $12.3 million in 2004 1o
$15.5 million in 2005. The base price with our primary supplier of CO,
increased by the Producer Price Index, while the volume of CO; suld by
us increased 25.2%, primarily due to a 17.7% increase in our average
customer base and a 6.1% increase in CO; sold to these customers.

Operational costs, primarily wages and benefits related to cost of
praducts sold, increased from $13.3 million in 2004 to $16.0 million in
2009, primarily due to a $2.4 million increase in route driver costs asso-
ciated with an increased customer base. As of June 30, 2005, we had
332 drivers as compated to 270 at the same point last year.

Truck delivery expenses increased from $5.2 million in 2004 o $6.4
million in 2005 primarily due to the increased customer base and fuel
costs. We have been able to minimize the impact of increased fuel costs
and variable lease costs associated with truck usage by continuing to
improve efficiencies in the timing and routing of deliveries. While total
miles driven increased by 12.8% on an average customer base that
increased by 17.7%, miles driven per average customer decreased 5.1%.

Occupancy and shop costs related to cost of products sold increased
from $3.1 million in 2004 1o $3.3 millicn in 2005,

COST OF EQUIPMENT RENTALS, EXCLUDING DEPRECIATION
AND AMORTIZATION

Cost of equipment rentals, excluding depreciation and amaortization,
increased from $2.3 million in 2004 o $2.4 million in 2003 while
decreasing as a percenrage of equipment rencals revenue from 7.4% to
6.5%. The increase in the cost of equipment rental expense is primarily
related 1o additional refurbishment expense assaciated with ranks
acquired from Pain Enterprises, Inc. in October 2004, and the rental of
bulk CO; equipment from third parties.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES
Selling, generat and administrative expenses increased by $1.3 million
from $15.7 million in 2004 to $17.0 million in 2005, while decreasing as
a percentage of total revenues from 19.4% in 2004 o 17.5% in 2005.
Selling relared expenscs increased by $0.3 million, from $3.3 million
in 2004 to $3.6 million in 2005, primarily the result of expenses directed
towards training, marketing and growth opportunities.
General and administrative expenses increased by $1.0 million, or
79%, from $12.4 million in 2004 to $13.4 million in 2005. This increase

was the result of acquisition integration, wage increases, provision for
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doubtful accounts, public company related expenses, including expenses
related to the Sarbanes-Oxley Act of 2002, and expenses associated
with the four hurricanes that impacted the southeastern United States
in during the first quarter of fiscal 2005.

DEPRECIATION AND AMORTIZATION

Depreciation and amortization increased from $15.2 million in 2004 o
$16.5 million in 2003, As a percentage of total revenues, depreciation and
amortization expense decreased from 18.8% in 2004 to 16.9% in 2005.

Diepreciation expense increased from $13.2 million in 2004 to
$13.8 million in 2005, An increase of approximately $0.5 million due to
the purchase of tanks and equipment from Pain Enterprises, Inc., was
offset by a $0.3 million decrease in depreciation associated with the
shortened lives of cerrain small tanks rhar were partially impaired and
scheduled to be phased out aver a three to four year period commencing
June 30, 2002.

Amortization expense increased from $2.0 million in 2004 to
$2.7 million in 2003. This increase is due in large part to a $0.6 million
increase in amortization associated with the acquisition of customer
accounts and cother intangible assets associated with the Pain
Enterprises, Inc. rransaction.

LOSS ON ASSET DISPOSAL
Loss on asset disposal increased from $1.2 million in 2004 to $1.3 millicn
in 2005, decreasing as a percentage of total revenues from 1.6% to 1.4%.

OPERATING INCOME
For the reasons previously discussed, operating income increased by

$6.4 million from $12.4 million in 2004 to $18.8 million in 2005, As a

percentage of total revenues, operating income improved from 154% in

2004 1 19.3% in 2005.

LOSS ON EARLY EXTINGUISHMENT OF DEBT
In the first quarter of fiscal 2004, we accelerated the recognition of
$1.5 million in deferred financing costs associated with the refinancing
of our long-term debt. In addition, we accelerated the recognition of
the unamortized portion of the original issue discount associated with
our 12% Senior Subordinated Promissory Notes, $0.4 million, and paid
$0.1 million in conjunction with rthe early termination of an interest
rate swap agreemcnt.

In the fourth quarter of fiscal 2005, we accelerated the recognition of
$2.4 million in deferred financing costs associared with the refinancing
of our long-term debt. In addition, in connection with the repayment
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of our 16.3% Senior Subordinated Promissory Notes we incurred a
prepayment penaley of $1.8 million and accelerated the recognition of
the unamortized portion of the ariginal issue discount associated with
those notes, $1.6 million.

See “Liquidity and Capital Resources”

UNREALIZED LOSS ON FINANCIAL INSTRUMENT

[n order to reduce our exposure to increases in Furadollar interest rates,
and consequently to increases in interest payments, on October 2, 2003,
we entered into an interest rate swap transaction {the “Swap”) in the
amount of $20.0 million (the “Notional Amount™) with an effective
date of March 15, 2004. Pursuant to the Swap, we pay a fixed interest
rate of 2.12% per annum and receive a Eurodollar-based floating rare.
The effect of the Swap is to neutralize any changes in Eurodollar rates on
the Notional Amount. As the Swap was not effective until March 15,
2004 and no cash flows were exchanged prior to that date, the Swap did
not meet the requirements to be designated as a cash flow hedge. As
such, an unrealized loss of $0.2 million was recognized in our results of
operations for the three months ended March 31, 2004, reflecting the
change in fair value of the Swap from inceprion 1o the effective date.
As of March 31, 2004, the Swap met the requirements to be designated
as a cash flow hedge and is deemed a highly effective transaction.

INTEREST EXPENSE
[nterest expense decreased from $7.9 million in 2004 t $7.0 million in
2005, while decreasing as a percentage of total revenues from 9.8% in
2004 to 7.1% in 2005. This reduction in expense was due in large part
to repayment of our 16.3% Senior Subordinated Promissory Notes in
April 2005 and the modification of our former senior borrowing facilities
at more favorable rates in QOctober 2004 in conjunction with the Pain
Enterprises, Inc. transaction. See “Liguidity and Capital Rescurces.”
The effective interest rate of our debt decreased from 11.4% in 2004 to
10.4% in 2003, with the weighted cost of borrowing on our outstanding
debt as of June 30, 2005 being 4.8%.

INCOME BEFORE INCOME TAXES
For the reasons described above, income before income taxes increased
from $2.3 million in 2004 to $6.0 million in 2005.

PROVISION FOR INCOME TAXES

As of June 30, 2005, after consideration of all available positive and
negative evidence, we concluded that the deferred tax asset relating to our
net operating loss carryforwards will more likely than not be realized in
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the future. Thus, the entire valuation allowance was reversed and
reported as a component of the fiscal 2005 income tax provision. See
“Critical Accounting Policies and Significant Estimates” Accordingly,
we recognized a $19.6 income tax benefit in fiscal 2005. During fiscal
2004, we recognized $C.1 million for AMT and state/local taxes.

As of June 30, 20035, we had net operating loss carryforwards for
federal income tax purposes of approximately $114 million and for state
purposes in varying amounts, which are available to offser federal
taxable income, if any, in varying amounts through June 2025. If an
“ownership change” for federal income tax purposes were to occur in
the future, cur ability to use our pre-ownership change federal and state
net operating loss carryforwards (and certain built-in losses, if any)
would be subject to an annual usage limitation, which under certain
citcumstances may prevent us from being able to utilize a portion of
such loss carryforwards in {future tax periods and may reduce our after-
tax cash flow. In addition, a portion of our furure taxable income may
be subject to the alternative minimum tax (“AMT").

NET INCOME
For the reasons described above, net income increased from $2.2 million

2004 to $25.6 million in 2005.

EBITDA

Earnings before interest, taxes, depreciation and amortization (“EBITDA")
is one of the principal financial measures by which we measure our
financial performance. EBITDA is a widely accepted financial indicaror
used by many investors, lenders and analysts ro analyze and compare
companies on the basis of operating performance, and we believe that
EBITDA provides useful information regarding our ability to service our
debt and other obligations. However, EBITDA does not represent cash flow
from operations, nor has it been presented as a substitute to operating
income or net income as indicators of our operating performance.
EBITDA excludes significant costs of doing business and should not be
considered in isolation or as a substitute for measures of performance
prepared in accordance with accounting principles generally accepted in
the United States of America. In addition, our calculation of EBITDA may
be different from the calculation used by our competitors, and therefore
comparability may be affected. In addition, our lenders also use EBITDA
to assess our compliance with debt covenants. These financial covenants
are based on a measure that is not consistent with accounting principles
generally accepted in the United States of America. Such measure is
EBITDA (as defined) as modified by certain defined adjustments.

EBITDA, as set forth in the rable below (in thousands), increased by
$7.7 million, or 27.8%, from $27.6 million in 2004 to $35.3 million in 2005

and increased as a percentage of total revenues from 34.2% to 36.3%.

Fiscal Year Ended June 30, 2005 | 2004
Net income $ 25591 | $ 2,180
[nterest expense 6,985 7,947
Depreciation and amortization 16,454 15,234
Provision for (benefit from) income taxes (19,558) 142
Unrealized loss on financial instrument —_ 177
Loss on early extinguishment of debt 5,817 1,964
EBITDA $ 35319 1 $ 27,644
Cash flows provided by (used in):

Operating activities $ 29,651 | $ 21,657

[nvesting activities $(38,781}| ${16,595)

Financing activities $ 9,593 1% (5012)

RECENT ACCOUNTING PRONOUNCEMENTS

In May 2005, the Financial Accounting Standards Board (“FASB"}
issued, SFAS No. 154, “Accounting for Changes and Ervor Corrections”
(“SFAS 1547). SFAS 154 applies to accounting changes and corrections
of errors made in fiscal years beginning after December 15, 2005. SFAS
154 replaces APB Opinion No. 20, “Accounting Changes,” and SFAS
No. 3, “Reporting Accounting Changes in Interim Financial Statements,”
and changes the requirements for the accounting for and reporting of a
change in accounting principle. SFAS 154 applies to all voluntary
changes in accounting principle, as well as to changes required by an
accounting pronouncement in the unusua! instance that the pro-
nouncement does not include specific transition provisions. SFAS 154
provides guidance on the accounting for and reporting of accounting
changes and error corrections. It establishes, unless impracticable, ret-
rospective application as the required method for reporting a change in
accounting principle in the absence of explicit transition requirements
specific to the newly adopted accounting principle. The adoption of
SFAS 154 will not have a marerial impact on our financial position,
results of operations or cash flows.

In March 2005, the FASB issued Inrerpreration Ne. 47, "Accounting
for Conditional Asset Retirement Obligations—an interpretation of SFAS
No. 143" (“FIN 477}, effective no later than the end of fiscal years ending
after December 15, 2005. This Interpretation clarifies that the term
conditional asset retirement obligarion as used in SFAS No. 143,
“Accounting for Asset Retirement Obligations” (“SFAS 143"), refers o a
legal obligation to perform an asset retirement activity in which the
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timing and (or) method of settlement are conditional on a future event
that may or may not be within the control of the entity. The obligation
to perform the asset retirement activity is unconditional even though
uncertainty exists about the timing and (or} method of sertlement.
Thus, the timing and (or) method of settlement may be conditional on
a future event. Accordingly, an entity is required to recognize a liability
for the fair value of a condirional asset retirement obligation if the
fair value of the lLiability can be reasonably estimated. The fair value
of a liability for the conditional asset retirement obligation should be
recognized when incurred—generally upon acquisition, construction,
or development and {of) through the normal operation of the asset.
Uncertainty about the timing and (or) method of serelement of a
conditional asser retirement abligarion should be factored into the
-measurement of the liability when sufficient information exists. The
adoption of FIN 47 had no marerial impact on our financial position,
results of operations or cash flows.

In June 2006, the FASB issued Interpretation No. 48, “Accounting
for Uncertainty in Income Taxes—an interpretation of SFAS No. 109"
(“FIN 48"), effective for fiscal years beginning after December 15, 2006;
however, early adoption is encouraged. FIN 48 clarifics the accounting
for uncertainty in income taxes recognized in an enterprise’s financial
statements in accordance with SFAS No. 109, "Accounting for Income
Taxes” (“SFAS 109"). FIN 48 prescribes a recognition threshold and
measurement attribute for the financial statement recognition and
measurement of a tax position taken ar expected to be taken in a tax
return. The adoption of FIN 48 will not have a material impact on our
financial position, results of operations, or cash flows.

In December 2004, the FASB revised SFAS No. 123 through
the issuance of SFAS 123-R “Share-Based Payments” {("SFAS 123-R”).
SFAS 113-R supersedes APB 25 and its related implementation
guidance. SFAS 123-R requires all share-based payments to employees,
including grants of employee stock options, to be recognized in the
statement of operations based on their fair value and vesting schedule.
However, SFAS 123-R does not change the accounting guidance for
share-based payment transactions with parties other than employecs
provided in SFAS 123 as originally issued and EITF Issue No. 96-18,
“Accounting for Equity Instruments That Are Issued to Other Than
Employees for Acquiring, or in Conjunction with Selling, Goods or Services.”
We adopted SFAS 123-R effective with the fiscal quarter beginning
July 1, 2005 on a “medified prospecrive basis)” and accordingly, pro
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forma disclosure of net income and earnings per share is no longer an
alternative to recognition in the statement of operations.

The modified prospective applicatton applies o new awards and 1o
awards modified, repurchased, or cancelled on or after the effective
date of July 1, 2005. Additionally, compensation cost for the portion
of awards for which the requisite service has not been rendered that
are outstanding as of the effective date shall be recognized as the
requisite service is rendered on or after the required effective date. The
compensation cost for that portion of awards shall be based on the
grant-date fair value of those awards as calculared for either recognition
or pro forma disclosurcs under SFAS 123. Changes to the grant-date
fair value of equity awards granted before the required effective date of
this Statement are precluded. In addition, the compensation cost for
those earlier awards shall be attributed to periods beginning on or after
the required effective date of SFAS 123-R using the attribution method
that was used under SFAS 123 except that the method of recognizing
farfeitures only as they occur shall not be continued.

In November 2005, the FASB issued FSP FAS 123R-3, “Transition
Election Related to Accouniing for the Tax Effects of Share-Based Payment
Awards,” to provide an alternare transition method for the implementa-
tion of SFAS 123. Because some entities do not have, and may not he
able to re-create, information about the net excess tax benefits thar
would have gualified as such had those entities adopted SFAS 123 for
recognition purposes, this FSP provides an elective alternative transi-
ticn method. This method comprises (a} a computational component
that establishes a beginning balance of the additional paid-in capiral
pool (“APIC pool”) related t employee compensation and (b) a simpli-
fied merhod 1o determine the subsequent impacr on the APIC pool of
employee awards that are fully vested and cutstanding upon the adop-
tion of SFAS 123-R. We adopted che simplified method set forth in this
FSP to determine its APKC pool.

On July 1, 2003, we adopted EITF Issue No. 00-21, “Revenue
Arrangements with Multiple Deliverables” (“EITF 00-21"). EITF 00-21
addresses certain aspects of the accounting by a vendor for arrangements
under which the vendor will perform multiple revenue generating
activities. As of June 30, 20006, approximately 70,000 of our customer
locations utilized a plan agreement that provides for a fixed monthly
payment to cover the use of a bulk CO; system and a predetermined
maximum quantity of CO; {“budget plan™). Prior to July 1, 2003, as lessor,
we recognized revenue from leasing CO; systems under our budget plan
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agreements on a straight-line basis over the life of the related leases.
We have developed a methodology for the purpose of separating the
aggregate revenue stream between the rental of the equipment and the
sale of the COs. Effective July 1, 2003, revenue atrributable to the lease
of equipment, including equipment leased under the budger plan, is
recorded on a straighe-line basis over the term of the lease and revenue
attributable to the supply of CO: and other gases, including CO;
provided under the budget plan, is recorded upon delivery to the
customer. See “Critical Accounting Policies and Significant Estimates”

We elected to apply EITF 00-21 retroactively o all budget plan
agreements in existence as of July 1, 2003, Based on our analysis, the
aggregate amount of CO; actually delivered under budget plans during
the quarter ended June 30, 2003 was not materially different than the
corresponding portion of the fixed charges arrributable o CO;.
Accordingty, we believe the cumulative effect of the adoption of EITF
00-21 as of July 1, 2003 was not significant.

Liguidity and Capital Resources

Cur cash requirements consist principally of (1) capital expenditures
associated with purchasing and placing new bulk CO; systems into
service ar customers’ sites; (2) payments of principal and inrerest on
outstanding indebtedness; and (3) working capital. Whenever possible,
we seek to obtain the use of vehicles, land, buildings, and other office
and service cquipment under operating leases as a means of conserving
capital. We anticipate making cash capital expenditures of approxi-
mately $30.0 million for internal growth over the next cwelve months,
primarily for purchases of bulk COy systems for new customers.

In addition o capital expenditures related to internal groweh, we
review opportunitics ta acquire bulk CO, service accounts, and may
require cash in an amount dictated by the scale and terms of any such
transactions. On Qctober 1, 2004, we purchased rhe bulk COy beverage
carbonation business of privately-owned Pain Enterprises, Ine., of
Bloomington, Indiana, for total cash consideration of $15.7 million.
The transaction involved the acquisition of approximately 9,000 customer
accounts, including approximately 6,300 tanks in service, vehicles, pares,
and supplies. On September 30, 2005, we purchused the beverage carbon-
ation business of Bay Arca Equipment Co., Inc., for total consideration of
$5.2 million. The transaction involved the acquisition of approximately
2,500 customer accounts, including 1,000 tanks in service, vehicles,
parts, and supplies. In addition, on June 30, 2006, we acquired a portion

of the beverage carbonation business of Coca-Cola Enterprises Inc., for
total consideration of $5.0 millton. The acquisition invelved approxi-
mately 3,000 accounts, including 2,400 tanks in service.

LONG-TERM DEBT
On August 25, 2003, we terminated our former credit facility and
entered into u $50.0 million senior credit facility with a syndicate of banks
(the “Senior Credit Facility”). The Senior Credit Facility initially
consisted of a $30.0 million A term loan facility {the “A Term Loan™),
a $10.0 million B term loan facilicy {the “B Term Loan”), and a
$10.0 million revolving loan facility (the “Revolving Loan Facility”).
On October 1, 2004, in conjunction with the Pain Enterprises, Inc.
transaction, the Senior Credit Facility was amended to, among other
things, increase the B Term Loan to $23.0 million and to madify certain
financial covenants. The A Term Loan and Revalving Loan Facility
were due to mature on August 25, 2007, while the B Term Loan was due
to mature on August 25, 2008. We were entitled to select either
Eurodollar Loans (as defined) or Base Rate Loans (as defined), plus
applicable margin, for principal borrowings under the Senior Credit
Facility. Applicable margin was determined by a pricing grid based on
our Consolidated Toral Leverage Ratio (as defined). The Senior Credit
Facility was collateralized by all of our assets. Additionally, we were
preciuded from declaring or paying any cash dividends. '

We were alsa required to meer certain affirmative and nepative
covenants, including but not limited w financial covenants. We were
required to assess our compliance with these financial covenants under the
Senior Credit Facility on a quarterly basis. These financial covenants
were based on o measure that is not consistent with accounting principles
gencerally accepted in the United States of America. Such measure is
EBITDA (as defined), which represents earnings before interest, taxes,
depreciation and amortization, as further modified by cerrain defined
adjustments. The failure o meet these covenants, absent a waiver or
amendment, would have placed us in default and caused the debt out-
standing under the Senior Credit Facility to immediately become due
and payable. We were in compliance with all covenants under the
Senior Credit Facility as of September 30, 2003 and all subsequent
guarters up to and including March 31, 2005.

On May 27, 2005, we terminated the Senior Credir Faciliry and
entered into a $60.0 million revolving credic facility with Bank of

America, NLA, (the “2005 Credit Facility™). The 2005 Credit Facility
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marures on May 27, 2010. We are entitled to select cither Base Rate Loans
{as defined) or Eurodollar Rate Loans (as defined), plus applicable margin,
for principal borrowings under the 2005 Credit Facility. Applicable
margin is determined by a pricing grid, as amended in March 2006,
based on our Consolidated Leverage Ratio (as defined) as follows:

Pricing Consolidated Eurodollar Base
Level Leverage Ratio Rate Loans Rate Loans
I Greater than or equal to 2.50x 2.000% 0.500%
11 Less than 2.50x but greater 1.750% 0.250%
[hﬂn or cqu:ll to Z.ODX
I Less than 2.00x but greater 1.500% 0.000%
than or equal to 1.50x
v Less than 1.50x but greater 1.250% 0.000%
than or equal to 0.50x
\Y Less than 0.50x 1.000% 0.000%

[nterest is payable periodically on borrowings under the 2005 Credit
Facility. The 2005 Credit Facility is uncollateralized. We are required to
meet certain affirmative and negative covenanes, including financial
covenants. We are required to assess our compliance with these financial
covenants under the 2005 Credit Facility on a quarterly basis. These
financial covenants are based on a measure that is not consistent with
accounting principles generally accepted in the United States of
America. Such measure is EBITDA (as defined), which represents
carnings before interest, taxes, depreciation and amortization, as
further modified by certain defined adjustments. The failure to meet
these covenants, absent a waiver or amendment, would place us in
default and cause the debr outstanding under the 2005 Credit
Agreement to immediately become due and payable. We were in
compliance with all covenants under the 2005 Credit Facility as of
June 30, 2005 and through June 30, 2006.

In connection with the rermination of the Senior Credit Facility, during
the fourth quarter of fiscal 2005, we recognized a loss of $1.7 million
from the write-off of unamortized financing costs associated with the
Senior Credit Facility and recorded $0.4 million in financing costs
associated with the 2005 Credit Facility. Such gosts are being amortized
over the life of the 2005 Credit Facility.

As of June 30, 2006, a total of $35.5 million was outstanding pursuant
to the 2005 Credit Facility with a weighted average interest rate of 6.7%
per annum.,
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SUBORDINATED DEBT

On August 25, 2003, concurrently with the closing of the Senior Credit
Facility, we issued $30.0 million of our 16.3% Senior Subordinated
Notes Due February 27, 2009 (the “New Notes”) with interest only
payable quarterly in arrears on February 28, May 31, August 31 and
November 30 of each year, commencing November 30, 2003. Interest
on the New Notes was 12% per annum payable in cash and 4.3% per
annum payable “in kind” by adding the amount of such interest to the
principal amount of the New Notes then outstanding. The weighted
average effective interest rate of the New Notes, including the amorti-
zation of deferred financing costs and original issue discount, was 18.0%
per annum. Ten year warrants to purchase an aggregate of 425,000
shares of our common stock at an exercise price of $8.79 per share were
issued in connection with the New Nores. Utilizing the Black-Scholes
Model, the warrants issued in connection with the New Notes were
valued ar $3.70 per warrant, or an aggregate value of $1,573,000. In
addition, the maturity date of 665,403 existing warrants, 335,101 due o
expire in 2004 and 330,302 due to expire in 2005, was extended to
February 2009, resulting in additional value of $1.31 and $0.97 per
warrant, respectively, or an aggregate value of $760,090. At the date of
issuance, in accordance with APB 14, “Accounting for Convertible Debt
and Debt Issued with Purchase Warrants,” we allocated proceeds of
$27.7 million to the debt and $2.3 million o the warrants, with the
resulting discount on the debt referted to as the Original Issue Discount.
The Original Issue Discount was being amortized as interest expense
over the life of the debt. As with the Senior Credit Facility, we were
required to meet cerrain affirmative and negative covenants under
the New Notes, including but not limited te financial covenants. We
were in compliance with all covenants under the New Notes as of
September 30, 2003 and all subsequent quarters up to and including
March 31, 2005.

On April 4, 2005, we used $34.3 million of the net proceeds from the
sale of 2,041,713 shares of our commen stock in an underwritten public
offering in March 2005 to redeem the New Notes at 106% of the criginal
principal amount plus accrued interest. in addition, during the quarter
ended June 30, 2005, we recognized a loss on the early termination of
debt associated with the New Notes of approximately $4.1 million,
which includes the prepayment penalty, unamortized fees and the
amortized portion of the original issue discount.

SHAREHOLDERS’ EQUITY
On March 30, 2003, we sold 2,041,713 shates of our common stock in an
underwritten public offering. Based on the public offering price of




$24.17 per share and after deducting underwriting discounts and
commissions, net proceeds were approximately $46.6 million. On
March 31, 2005, we reduced the curstanding principal amount of the
Senior Credit Facility by $11.2 million and on April 4, 2005, we used
approximately $34.3 million of the net proceeds from the offering to
redeem atl of the New Notes.

In May 2000, we sold 5,000 shares of Series A 8% Cumulative
Convertible Prefetred Stack, no par value (the “Scries A Preferred
Srack™, for $1,000 per share. Shares of the Series A Preferred Stock
were convertible into shates of common stock at any time at a conver-
sion price of $9.28 per share. In addition, in November 2001, we sold
2,500 shares of Series B 8% Cumulative Convertible Preferred Stock,
no par value (the “Series B Preferred Stock”), for $1,000 per share.
Shares of the Series B Preferred Stock were convertible into shares of
common stock at any time at a conversion price of $12.92 per share.
Effective August 18, 2004, the holder of the Series A Preferred Stock
converted its shares into 754,982 shares of cur common stock. Effective
December 7, 2004, the holder of the Series B Preferred Srack converted
its shares into 247,420 shares of our common stock.

OTHER
During the fiscal year ended June 30, 2006, our capital resources included
cash flows from operations and availabte borrowing capacity under the
2005 Credit Facility. We believe that cash flows from operations and
available borrowings under the 2005 Credit Facility will be sufficient to
fund proposed operations for at least the next rwelve months.

The table below sets forth our contractual obligations (in thousands):

Contractual Less than 2-3 4-5
Obligations Total 1 Year Years Years  Thereafter
2005 Credit Facility

Principal $35450 $ — § — $35450 $—

Interest 9,025 2,304 4,609 2,112 —
Total 2005

Credit Facility 44,475 2,304 4,609 37,562 —
Employment

agreements 2,299 1,195 1,064 40 —
Operating leases 18,016 5,529 8,322 4,045 120
Total obligations $64,790 $9,028  $13,995 $41,647 $120

In addition, in May 1997, we entered into an exclusive bulk CO:
requirements contract with The BOC Group, Inc., which expires in
April 2012.

Financial
Section

Working Capital—As of June 30, 2006 and 2005, we had working
capital of $16.7 million and $11.2 miltion, tespectively.

Cash Flows from Investing Activities—During 2005 and 2006, net cash
used in investing activities was $41.7 million and $38.8 million, respec-
tively. Investing activities in 2006 included $4.7 million paid for the
acquisition of the beverage carbonation business of Bay Area Equipment
Co., Inc. (“BAE”) and related acquisition expenses on September 30,
2005 and $5.0 million paid for the acquisition of a portion of the bever-
age carbonation business of Coca-Cola Encerprises Inc. (“CCE”} and
relatred acquisition expenses on June 30, 2006. Investing activities in
2004 included $15.7 million paid for the acquisition of the bulk CO;
beverage carbonation business of Pain Enterprises, Inc. {“Pain”) and
telared acquisition expenses. Exclusive of acquisition purchases, investing
activitics are primarily attriburable to the acquisition, installation and
direct placement costs of bulk CO; systems.

Cash Flows from Financing Activities—During 2006, cash flows pro-
vided by financing activities was $7.5 million, compared to $9.6 million
in 2005, During 2006, we borrowed $9.7 miltion to fund the purchase of
BAFE and CCE and in 2005 we borrawed approximately $13.0 million to
fund the Pain transaction, much of which was repaid from cash generated
by operations.

During fiscal 2005, concurrent with the acquisirion of Pain, the B
Term Loan of our Seniar Credit Facility was increased by $13.0 million
from $10.0 million to $23.0 million. In addition, on March 30, 2003, we
sold 2,041,713 shares of our common stock in an underwritten public
offering. Based on the public offering price of $24.17 per share and after
deducting underwriting discounts and commissions, net proceeds
were approximately $46.6 million. On March 31, 2005, we reduced
the outstanding principat amount of the Senior Credit Facility by
$11.2 million and on April 4, 2005, we used approximately $34.3 million
of the net proceeds from the offering to redeem all of the New Notes.

Inflation
The modest levels of inflation in the general econamy have not affecred
o results of operations. Additionally, our customer contracts generally
provide for annual increases in the monthly rental rate based on
increases in the consumer price index. We believe that inflation will
not have a material adverse effect on our future results of operarions.
Our bulk CO; exclusive requirements coneract with The BOC Group,
Inc. (“BOC”) provides for annual adjustments in the purchase price for
bulk CO; based upen increases or decreases in the Producer Price Index
for Chemical and Allied Products or the average percentage increase
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in the selling price of bulk merchant carbon dioxide purchased by
BOC’s large, multi-location beverage customers in the United States,
whichever is less.

As of June 30, 2006, we operated a total of 347 specialized bulk CO,
delivery vehicles and technical service vehicles that logged approximately
14 million miles in fiscal 2006. While significant increases in fuel prices
impact our operating costs, such impact is largely offset by fuel surcharges
billed to the majority of our customers.

Critical Accounting Policies and Significant Estimates

In preparing our financial statements, we make estimates, assumptions
and judgments that can have a significant impact on our revenue,
operating income and net income, as well as on the reported amounts
of certain assets and liabilities on our balance sheet. We believe thar
the estimates, assumptions and judgments involved in the accounting
policies described below have the greatest potential impact on our
financial statements, so we consider these to be our critical accounting
policies. Estimates in each of these areas are based on historical experi-
ence and a variety of assumptions that we believe are appropriate.
Actual results may differ from thesc estimates.

REVENUE RECOGNITION

Effective July 1, 2003, revenue attributable to the lease of equipment,
including equipment leased under the budget plan, is recorded on a
straight-line basis over the term of the lease and revenue attriburable to
the supply of CO; and other gases, including CO; provided under the
budget plan, is recorded upon delivery to the customer. Under the budget
plan, customers are billed an equal monthly amount which includes
COy up to an annual allowance. The contract arrangement for budget
plan customers is analogous to a “take-or-pay” contract as defined in
SFAS No. 47 as the budget plan purchaser must make specified minimum
payments even if it does not take delivery of the conrtracted products ar
services. Each budget plan customer has a maximum CO, allowance
that is measured and reset on the contract anniversary date. On the
contract anniversary date, we record revenue in excess of acrual deliv-
eries of CO; for budget plan customers that have not used their entire
annual CO; allowance equat to the difference between their annual
CQ; allowance and actual CO; delivered.

Because of the large number of customers under the budget plan and
the fact that the anniversary dates for determining maximum quantities
are spread throughout the year, our methodology involves the use of
estimates and assumptions to separate the aggregate revenue stream
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derived from equipment rentals to budger plan customers, and also to
approximate the recognition of revenue from CO; sales to budget plan
customers upon delivery. We believe that the adoprion of EITF 00-21 has
the most impact on the recognition of revenue on a quarterly basis as COy
usage fluctuates during a fiscal year based on factors such as weather,
and traditional summer and holiday periods. Over a twelve-month
period, we believe thar the effect is less significant since seasonal varia-
tions are largely eliminated and CO; allowances under budger plan
agreements are measured and reset annually.

VALUATION OF LONG-LIVED ASSETS

We review our long-lived assets for impairment, principally property
and equipment, whenever events or changes in circumstances indicate
that the carrying amount of the assets may not be fully recoverable. To
derermine recoverability of our long-lived assets, we evaluate the
probability that future undiscounted net cash flows will be greater than
the carrying amount of our assets. kmpairment is measured based
on the difference between the carrying amount of our assets and their
estimated fair value.

Certain events may occur that would materially affect our estimates and
assumptions related to depreciation. Unforeseen changes in operations
or technology could substantially alter management’s assumptions
regarding our ability to realize the return of our investment in operating
assets and therefore affect the amount of depreciation expense to charge
against both current and future revenues. Because depreciation expense is
a function of historical experiences, analytical studies and professional
judgments made of property, plant and equipment, subsequent studies
could result in different estimates of useful lives and net salvage values.
If future depreciation studies yield results indicating that our assets
have shorter lives as a result of obsolescence, physical condition,
changes in technology or changes in net salvage values, the estimate of
depreciation expense could increase. Likewise, if studics indicate that
assets have longer lives, the estimate of depreciation expense could
decrease. For the vear ended June 30, 2006, depreciation expense was
$15.3 million representing 15.9% of operating expenses. If the estimated
lives of all assets being depreciated were increased by one year, depreciation
expense would have decreased by approximately $1.0 million or 6.5%.
Conversely, if the estimated lives of all assets decreased by one year,
depreciation expense would have increased by $1.2 million or 7.5%.

Goodwill represents the cost in excess of the fair value of the tangible

and identifiable intangible net assets of businesses acquired and, prior




to July 1, 2001, was amortized on a straight-line method over 20 years.
Effective July 1, 2001, we adopted Statement of Financial Accounting
Srandards No. 142, “Goodwill and Other Intangible Assets,” pursuant to
which, goodwill and indefinite life intangible assets are no longer
amartized but are subject to annual impairment tests. Other intangible
assets with finite lives continue to be amortized on a straigheline
method over the periods of expected benefit. Other intangible assers
consist of customer lists and non-competition agreements, principally
acquited in connection with certain asset acquisitions. Customer lists
are being amortized on a straight-line method over five to ten years,
and non-competition agreements, which generally preclude the other
party from competing with us in a designated geographical area for a
stated period of time, are being amortized on a straight-line method
over their contractual lives which range from thirty to one hundred
and twenty months.

RESERVES FOR UNCOLLECTIBLE ACCOUNTS RECEIVABLE

We make ongoing assumptions relating to the collectability of our
accounts teceivable. The accounts receivable amount on our balance
sheet includes a reserve for accounts that might not be paid. Such
reserve is evaluated and adjusted on a monthly basis by examining
our historical losses and collections experience, aging of our trade
receivables, the creditworthiness of significant customers based on
ongoing evaluations, and current economic trends that might impact
the level of credit losses in the furure. The composition of receivables
consists of on-time payers, “slow” payers, and at risk receivables, such as
reccivables from customers who no longer do business with us, are
bankrupt, or are out of business. While we believe that our current
reserves are adequate to cover potential credit losses, we cannot predict
future changes in the financial stability of our customers and we
cannot guarantee that our reserves will continue to be adequate. If
actual credit losses are significantly greater than the reserve we have
established, that would increase our general and administrative
expenses and reduce our reported net income. Conversely, if actual
credit losses are significantly less than our reserve, this would eventu-
ally decrease cur general and administrative expenses and increase our

reported net income.

DEFERRED INCOME TAXES
Deferred income taxes reflect the net rax effects of net operating loss
carryforwards and temporary differences between the carrying amounts

of assets and liabilities for financial reporting purposes and the amounts
used for income tax purposes. Qur deferred tax assets include the benefit
of net operating loss carryforwards incurred through June 30, 2005.
While we attained profitability during fiscal year 2004, based on the
consideration of all of the available evidence including the recent
history of losses, management concluded as of June 30, 2004 that it was
more likely than not that the net deferred tax assets would not be realized.
Accordingly, we recorded a valuation allowance equal to the amount of
our net deferred tax assers at that time.
However, as of June 30, 2005, after consideration of all available
positive and negative evidence, we concluded that the deferred tax
asset relating to our net operaring loss carryforwards will more likely
than not be realized in the future. Thus, the entire valuation allowance
was reversed and reported as a component of the fiscal 2003 income tax
provision. In considering whether or not a valuation allowance was
appropriate at June 30, 2006 and 2005, we considered several aspects,
including, but not limired to the following irems:
» Cumulative pretax book income during the three years ended
June 30, 2006 and 2005

# Both positive and negative evidence as to our ability to utilize our
federal net operating loss carryforwards prior to expiration, such as
current and projected generation of taxable income, our position
in the market place (servicing approximately 70% of customers
curtently utilizing bulk COy), existence of long-rerm customer
contracts (generally for five to six years in duratien), growth
opportunities and conversion of restaurants currently utilizing
high-pressure CO; ta beverage grade bulk CO;

» Future reversals of taxable remporary differences

 Tax planning strategies, including the option of an alternative

method of depreciating assets for tax purposes

¢ The refinancing of our senior borrowing facilities at more favorable

terms and conditions and the retirement of our 16.3% Senior
Subordinared Notes, lowering our cost of borrowing from 10.5%
to 4.8%

In order to utilize the entire deferred tax asset, we will need to generare
taxable income of approximately $111 million. As of June 30, 2006, we
evaluated and will continue to evaluate whether or not our net deferred
tax assets will be fully realized prior to expiration. Should it become
more likely than not that all or a portion of the net deferred tax assets
will not be realized, a valuation allowance will be recorded.
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BALANCE SHEETS

(In thousands, except share amounts)

June 30, 2006 | 2005
ASSETS
Current assets:
Cash and cash equivalents $ 341 % 968
Trade accounts receivable; net of allowance for doubtful accounts of $2,538 and $1,850, respectively 12,955 8,568
Inventories 302 259
Prepaid insurance expense and deposits 5,846 1,281
Prepaid expenses and other current assets 1,465 854
Deferred tax assets—ecurrent portion 8,598 7,596
Total current assets 29,507 19,526
Property and equipment, net - 119,603 104,787
Other assets:
Goodwill, net 25,794 22,094
Deferred financing costs, net 333 402
Customer lists, net 8,372 5,160
Non-competition agreements, net 1,181 836
Deferred lease acquisition costs, net 3,225 4,429
Deferred tax assets 8,807 15,123
Other assets—noncurrent 185 175
49,897 48,819
Total assets $199.007 | $173,132
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Accounts payable $ 68838 5,178
Accrued expenses 1,208 608
Accrued insurance 3,543 396
Accrued interest 165 112
Accrued payrol] 652 1,464
Other current liabilities 377 366
Total current liabiliries 12,828 8,324
Long-term debt 335,450 32,000
Customer depusits 3,805 3,624
Total linbilities ' 52,083 | 43,948
Shareholders' equity:
Common stock; par value $.001 per share; 30,000,000 shares authorized; issued 15,654,042 shares
at June 30, 2006 and 15,300,905 shares at June 30, 2005 16 15
Additional] paid-in capital 166,617 159,040
Less treasury stock at cost; 8,500 shares at June 30, 2006 and 0 shares at June 30, 2005 {235) —
Accumulated deficit (19,765)| (30,113)
Accumulated other comprehensive income 291 242
Total shareholders’ equity 146,924 129,184
Total liabilities and shareholders' equity $199,007 | $173,132

See accompanying notes 1o finpncial stazements.
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STATEMENTS OF OPERATIONS

{In thousands, except per share amounts)

Fiscal Year Ended June 30,

2006 | 2005 2004

Revenues:
Product sales
Equipment rentals

$ 75959 | $ 60,518 $49,115
40,237 36,822 31,721

Total revenues

116,196 97,340 80,836

Costs and expenses:
Cost of products sold, excluding depreciation and amattization
Cost of equipment rentals, excluding depreeiation and amortization
Selling, general and administrative expenses
Depreciation and amortization
Loss on asset disposal

49,397 41,278 33,883
3,086 2,391 2,345
24,146 17,020 15,722
18,333 16,484 15,234
1,733 1,332 1,242

96,695 78,505 68,426

Operating income

Loss on early extinguishment of debt
Unrealized {gain} loss on financial instrument
[nterest expense

19,501 18,835 12,410
— 5,817 1,964
(177) — 177
1,989 6,985 7,947

Income before income taxes
Provision for (benefit from) income raxes

17,689 6,033 2322
1,341 (19,558) 142

Net income

$ 10348 | $ 25,591 § 2,180

Weighted average number of common and common equivalent shares outstanding

Basic

15,427 12,808 10,689

Diluted

15,997 14,295 11,822

Net income per basic share

$ 067 % 198 % 013

Net income per dilured share

$ 0658 L7909 § 012

See accompanying notes to financial statements.
*Restated (o conform to current year presentation.
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STATEMENTS OF SHAREHOLDERS' EQUITY

{In thousands, except share amounts)

Common Stock Issued

Shares Amount
Balance, June 30, 2003 ' 10,633,405 $11
Comprehensive income:
Net income — —
Other comprehensive income:
Interest rate swap transaction, including reclassification adjustment of $86 — —
Total comprehensive income
Redeemable preferred stock dividend — —
Issuance of 425,000 warrants to purchase shares of common stock — —
Extension of 665,403 warrants to purchase shares of common stock — —
[ssuance of 107,331 shares of common stock—exercise of warrants ' 107,331 —
Issuance of 100,095 shares of common stack—exercise of options ' 100,095 —
Balance, June 30, 2004 10,840,831 11!
Comprehensive income:
Net income — —
Other comprehensive (loss):
Interest rate swap transaction — —_
Total comprehensive income
Conversion of 5,000 shares of Redeemable Preferred Stock 754,982 1
Conversion of 2,500 shares of Redeemable Preferred Stock 247,420 —
[ssuance of 953,285 shares of common stock—exercise of warrants 953,285 1
[ssuance of 462,674 shares of common stock—exercise of aptions 462,674 —
Tax effect of disqualifying dispositions—exercise of options — -
[ssuance of 2,041,713 shares of common stock 2,041,713 2
Redecmable preferred stock dividend — —
Balance, June 30, 2005 15,300,905 15
Comprehensive income:
Net income — —
Orher comprehensive income:
[nterest rate swap teansaction (net of reclassification adjustment) — —
Total comprehensive income
Share-based compensation — —
Excess tax benefits from share-based arrangements — —
Issuance of 286,679 shares of common stock—exercise of options 286,679 1
Purchase of treasury stock —_ _—
Issuance of 66,458 shares of common stock—exercise of warrants : 66,458 —
Additional costs related to prior year stock issuance — —
Balance, June 30, 2006 15,654,042 $16

See accompanying notes to financial statements.
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Accumulated
Additional Treasurv Stock QOther Total
Paid-In Ay Accumulated Comprehensive Sharcholders’
Capiral Shares Amount Deficit Income (Loss) Equity
$ 92938 — $ — $(57,884) ${129) $ 34,936
— — — 2,180 — 2,180
— — — — 393 393
2,573
(763} — — — — (763)
1,573 — — — — 1,573
760 — — - — ©760
675 — — — — 675
1,002 — — — — 1,002
96,185 — — (55,704} 164 40,756
— — 25,591 — 25,591
— - - - 22 _ e
25,569
7,006 — — — — 7,007
3,196 — - —_ — 3,196
742 — — — 743
3,500 — — — — 3,500
3,080 — — — — 3,080
45,513 — — — — 45,515
(182} — — — — (182)
159,040 — — (30,113} 242 129,184
— — — 10,348 : — 10,348
— — — — 49 49
10,397
3,298 — — — — 3,298
1,756 — — — — 1,756
2,483 — — — — 2,484
235 8,500 (235} — _— —
{195) — — — — (195)
$166,617 8,500 $(235) $(19,765) $ 291 $146,924
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STATEMENTS OF CASH FLOWS

{In thousands)

Year Ended June 30, 2006 | 2005 2004

Cash flows from operating activities:

Net income $10348 | $ 25591 % 2,180

Adjustments to reconcile net income to net cash provided by operating activities:

Depreciation and amortization of property and equipment 15,344 13,751 13,255
Amortization of other assets 2,989 2,733 1,979
Amortization of uriginal issue discount — 318 406
Paid-in-kind interest — 1,014 1,107
Loss on asset disposal 1,733 1,332 1,242
Loss on eatly extinguishment of debt — 5817 1,964
Change in net deferred tax asset 7.070 (19.638) —
Share-based compensation 3,298 — —
Excess tax benefits from share-based arrangements (1,756) — —_
Unrealized (gain) loss on financial instrument (177) — 177

Changes in operating asscts and liabilities:
Decrease (increase) in:

Trade accounts receivable (4,388) (2,427 76
Inventories (44) (33) (16)
Prepaid insurance expense and deposits (1,566) 912 {1,119)
Prepaid expenses and other current assets (385) (191) (188)
Increase (decrease) in: '
Accounts payable 1,705 599 483
Accrued expenses 24 201 229
Accrued insurance (53) 166 (155}
Accrued payroll (812) (566) 381
Accrued interest 53 (328) (413)
Other currenc liabilities 12 23 13
Customer deposits 183 377 56
Net cash provided by operating activities 33,578 29,651 21,657

Cash flows from investing activities:

Proceeds from disposal of property and equipment — — 1
Purchase of property and equipment (29,776} | (19,371)  (14,962)
Increase in deferred lease acquisition costs (2,352) (2,244) (1,624)
Acquisition of businesses (9,543 (17,172) —
Decrease (increase) in other assets (11) 6 (10}
Net cash used in investing activities $(41,682)1 $(38,781) $(16,595)
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Financia
Section

Year Ended June 30, 2006 | 2005 2004
Cash flows from financing activities:
Net proceeds from issuance of long-term debt and subordinated debt and warrants $ 20,850 | $ 59,350 § 74,150
Repayment of long-term debt and subordinated debt (17,400} (98,281) (78,094)
Proceeds from issuance of common stock — 46,632 —
[ssuance costs—common stock {195) (1,117) e
Increase in deferred financing costs (18) (1,234) (2,745)
Exercise of options and warrants 2,484 4,243 1,677
Excess tax benefits for share-based arrangements ’ 1,756 — —
Net cash provided by {used in) financing activitics 7,477 9,593 (5,012)
Increase (decrease) in cash and cash equivalents (627} 463 50
Cash and cash equivalents, beginning of year 968 505 455
Cash and cash equivalents, end of year $ 341 [% 968 $ 505
Supplemental disclosure of cash flow information:
Cash paid during the year for:
Interest $ 19361 % 5981 % 6,760
Income taxes § 473 |3 125 § 80

Supplemental disclosure of non-cash investing and financing activities:

During the fiscal year ended June 30, 2006, a certain officer exercised stock options in a non-cash transaction. The officer surrendered 8,500
shares of previously acquired common stock in exchange for 34,881 shares. The Company has recorded $235, the market value of the surrendered
shares, as treasury stock.

In 2006, 2005 and 2004, the Company increased the carrying amount of the redeemable preferred stock by $0, $182, and $763, respectively, for

dividends that were not paid and accordingly reduced additional paid-in capital by a like amount.
See accompanying notes to financial starements.
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NOTES TO FINANCIAL STATEMENTS

(In thousands, except per share amounts)

Note 1—Description of Business and Summary of
Significant Accounting Policies

{A) DESCRIPTION OF BUSINESS

NuCQ:; Inc. {the “Company”) is a supplier of bulk CO; dispensing sys-
tems to customers in the food, beverage, lodging and recreational indus-
tries in the United States.

(B) CASH AND CASH EQUIVALENTS

The Company considers all highly liquid debt instruments purchased
with an ariginal marurity of three months or less to be cash equivalents.
The Company maintains cash balances with a financial institution in
an amount that exceeds the federal government deposit insurance.

{C) INVENTORIES
lnwventories, consisting primarily of carbon dioxide gas, are stated at the
lower of cost or marker. Cost is determined by the first-in, first-out method.

(D) PROPERTY AND EQUIPMENT

Property and equipment are stated at cost. The Company does not
depreciate bulk systems held for installation until the systems are in
service and leased to customers. Upon installation, the systems, com-
ponent parts and direct costs associated with the installation are
transferred to the leased equipment account. These direct costs are
associated with successful placements of such systems with customers
under non-cancelable contracts and which would not be incurred by
the Company but for a successful placement. Upon early service termi-
nation, the unamortized portion of direct costs associated with the
installation are expensed. Depreciation and amortization are computed
using the straight-line merhod over the estimared useful lives of the
respective assers or the lease terms for leasehold improvements, which-
ever is shorter.

The depreciable lives of property and equipment are as follows:

Estimated Life

Lensed equipment

5-20 years

Equipment and cylinders 3-20 years
Vehicles 3-5 years
Caomputer equipment 3-7 yeats
Office furniture and fixtures 5-7 years

Leasehald impeovements lease term

(E) GOODWILL AND OTHER INTANGIBLE ASSETS

Goodwill, net of accumulated amortization of $5,006, represents the cost
in excess of the fair value of the tangible and identifiable intangible net
assets of businesses acquired and, prior to July 1, 2001, was amortized on
a straight-line method over 20 years. Effective July 1, 2001, the Company
adopred Statement of Financial Accounting Standards No. 142,
"Goodwill and Other Intangible Assets,” pursuant to which, goodwill and
indefinire life intangible assets are no longer amortized but are subject to
annual impairment tests. Other intangible assets with finite lives continue
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to be amortized on a straight-line method over the periods of expected
benefit. The Company’s other intangible assets consist of customer lists
and non-competition agreements, principally acquired in 1995 through
1998 and 2005 through 2006 in connection with certain asset acquisitions.
Custorner lists are being amortized on o straight-line method over five to
ten years, and non-competition agreements, which generally preclude
the other party from competing with the Company in a designated
geographical area for a stated period of time, are being amortized on a
straightline method over their contractual lives which range from chirty
to onc hundred and twenty months. Non-competition agreements also
include an agreement entered into in January 2001, for $480, with the
Company'’s former Chief Executive Officer and Chairman of the Board
of Directors, precluding this former officer from competing with the
Company for a period of five years.

(F) IMPAIRMENT OF LONG-LIVED ASSETS

Long-lived assets, other than goodwill, consist of property and equipment,
customer lists, and non-competition agreements. Long-lived assets
being retained for use by the Company are tested for recoverability
whenever events or changes in circumstances indicate that their carrying
values may not be recoverable by comparing the carrying value of the
asscts with the estimated future undiscounted cash flows that are
directly associated with and that are expected to arise as a direct result
of the use and eventual disposition of the asset. Impairment losses are
recognized only if the carrying amount of a long-lived asset is not
recoverable and exceeds the asset’s fair value. The impairment loss
would be calculated as the difference between asset carrying values and
the fair value of the asset with fair value generally estimated based on
the present value of the estimated future net cash flows.

Long-lived assets to be disposed of by abandenment continue to be
classified as held and used until they cease to be used. If the Company
commits to a plan to abandon a long-lived asset before the end of its
previously estimated useful life, depreciation estimates are revised to
reflect the use of the asset over its shortened useful life. Long-lived
assets to be disposed of by sale that meer certain criteria are classified as
held for sale and are reported at the lower of their carrying amounts or
fair values tess cost to sell.

(G) DEFERRED FINANCING COST, NET

Financing costs are amortized on a straight-line methoed over the term
of the related indebtedness. Accumulated amortization of financing
costs was $101 and $14 at June 30, 2006 and 2005, respectively.

{H) DEFERRED LEASE ACQUISITION COSTS, NET

Deferred lease acquisition costs, net, consist of commissions associated
with the acquisition of new leases and lease renewals are being amortized
over the life of the related leases, generally five to six years on a straightline

method. Accumulated amortization of deferred lease acquisition costs
was $7,855 and $6.826 at June 30, 2006 and 2005, respectively. Upon




early service termination, the unamortized portion of deferred lease
acquisition costs are expensed as a component of operating expenses.

(1) REVENUE RECOGNITION

The Company earns its revenues from the leasing of CO; systems and
related gas sales. The Company, as lessor, recognizes revenue from leasing
of CO; systems over the life of the related leases. The majority of CC:
system agreements generally include payments for leasing of equipment
and a continuous supply of CO; until usage reaches a pre-determined
maximum annual kevel, beyond which the customer pays for CO; on a
per pound basis. Other CO; and gas sales are recorded upon delivery to
the customer.

On July 1, 2003, the Company adopted EITF 00-21. EITF 00-21
addresses certain aspects of the accounting by a vendor for arrangements
under which the vendor will perform mulriple revenue generating
activities. The Company's bulk CO; budget plan agreements provide for
a fixed monthly payment to cover the use of a bulk CO; system and a
predetermined maximum quantity of CO;. As of June 30, 2006, approx-
imately 70,000 of the Company’s customer locarions utilized this plan.
Prior to July 1, 2003, the Company, as lessor, recognized revenue from
leasing CO; systems under its budget plan agreements on a straight-line
basis over the life of the related leases. The Company developed a
methodology for the purpose of separating the aggregate revenue stream
between the rental of the equipment and the sale of the CO,, Effective
July 1, 2003, revenue attriburable to the lease of equipment, including
equipment leased under the budget plan, is recorded on a straight-line
basis aver the term of the lease and revenue attributable to the supply
of CO; and other gases, including CO; provided under the budget plan,
is recorded upon delivery to the customer.

Under the budger plan, customers are billed an equal monthly
amount which includes CO; up ro an annual allowance. The contract
arrangement for budget plan customers is analogous to a “take-or-pay”
contract as defined in SFAS No. 47, “Disclosure of Long-Term Obligations”
as the budget plan purchaser must make specified minimum payments
even if it does not take delivery of the contracted products or services.
Each budget plan customer has a maximum CQO; allowance thar is
measured and reset on the contract anniversary date. On the contract
anniversary date, the Company records revenue in excess of actrual
deliveries of CQO; for budger plan customers thar have not used their
entire annual CO; allowance equal to the difference between their
annual CO; allowance and actual CO; delivered.

Because of the large number of customers under the budgert plan and
the fact that the anniversary dates for determining maximum quantities
are spread throughout the year, the Company's methodology involves
the use of cstimates and assumptions to separate the aggregate revenue
stream derived from cquipment rentals 1o budger plan customers, and
also to approximate the recognition of revenue from CO; sales to
budget plan customers upon delivery. The Company believes thar

the adoption of EITF 00-21 has the most impact on the recognition of
revenue on a quarterly basis as CO; usage fluctuates during a fiscal year
based on factors such as weather, and traditional summer and holiday
periods. However, over a rwelve-month period, the Company believes that
the effect is less significant as seasonal variations are largely eliminared
and COs allowances under budget plan agreements are measured and
reser annually.

The Company elected ta apply EITF 00-21 retroactively to all budget
plan agreements in exisrence as of July 1, 2003. Based on the Company’s
analysis, the aggrepate amount of CO; actually delivered under budget
plans during the quarter ended June 30, 2003 was not materially different
than the corresponding portion of the fixed charges attributable to
COp. Accordingly, the Company believes that the cumulative effect of
the adoption of EITF 0C-21 as of July 1, 2003 was not significant.

(]) INCOME TAXES

[ncome taxes are accounted for under Financial Accounting Standards
Board Statement No. 109, "Accounting for Income Taxes” Statement
No. 109 requires recognition of deferred tax assets and liabilities for the
expected future rax consequences of events that have been included in
the financial statements or tax rerurns, Under this methaod, deferred
rax assets and liabilities are determined based on the difference between
the financial statement and tax bases of assets and liabilities using
enacted tax rates in effect for the year in which the differences are
expected to reverse. Under Statement No. 109, the effect on deferred
tax assets and liabilities of a change in tax rates is recognized in income
in the period that includes the enactment date.

({K) NET INCOME PER COMMON SHARE

Net income per common share is presented in accordance with SFAS
No. 128, “Earnings per Share” Basic earnings per common share is
computed using rhe weighted average number of common shares
outstanding during the period. Diluted earnings per common share
incorporate the incremental shares issuable upen the assumed exercise
of stock options and warrants to the extent they are not anti-dilutive.

{L) USE OF ESTIMATES

The preparation of financial statements in conformity with generally
accepted accounting principles requires management to make estimates
and assumptions that affect the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses
during the reporting period, Estimates used when accounting for items
such as allowances for doubtful accounts, depreciation and amortization
periods, valuation of long-lived assets and income taxes are regarded by
management as being particularly significant. These estimates and
assumptions are evaluated on an ongoing basis and may require adjust-

ment in the near term. Actual resules could differ from those estimates.
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NOTES TO FINANCIAL STATEMENTS

(In thousands, except per share amounts)

(M)} EMPLOYEE BENEFIT PLAN

On June 1, 1996, the Company adopted a deferred compensacion plan
under Secrion 401{(k) of the [nternal Revenue Code, which covers all
eligible employees. Under the provisions of the plan, eligible employees
may defer a percentage of their compensation subject to the Internal
Revenue Service limits. Contributions to the plan are made by employees
and marched at the Company's discretion, up to a maximum of 1% of
employee's wages. For the years ended June 30, 2006, 2005 and 2004,
the Compuny contributed $110, $94 and 30, respectively.

(N) STOCK-BASED COMPENSATION

Prior to July 1, 2003, the Company followed the guidance of SFAS
No. 123, *Accounting for Stock-Based Compensation” (“SFAS 1237},
which allowed an entity to continue to measure stock-based compensation
expense using the intrinsic value accounting method prescribed by
APB Opinion No. 25, “Accounting for Stock Issued to Employees” (“APB 25™)
and ro make pro forma disclosures of net income and earnings per share
as if the fair value based method of accounting had been applied.

In December 2004, the Financial Accounting Standards Board (“FASBE”)
revised SFAS 123 through the issuance of SFAS 123R, “Share-Based
Payment” ("SFAS 123R"). The Company adopted SFAS 123R effective
with the fiscal quarter beginning July 1, 2005 on a “modified prospective
basis,” and accordingly, pro forma disclosure of net income and carnings
per share, is no longer an alternative to recognition in the statement of
operations after that date. Accordingly, no stock-based compensation
expense is reflected in net income for the years ended June 30, 2003
and 2004. Pro forma disclosure for periods prior to the effective date is
provided in Note 9e).

The modified prospective application applies to new awards and to
awards modified, repurchased, or cancelled on or after the effective date
of July 1, 2005. Addirionally, compensation cost for the portion of
awards for which the requisite service has not been rendered that are
outstanding as of the effective date shall be recognized as the requisite
service is rendered on or after the required effective date. The compen-
sarion cost for that portion of awards shall be based on the grant-date
fair value of those awards as calculated for either recognition or pro
forma disclosures under SFAS 123. Changes to the grant-date fair value
of equity awards granted before the required effective date of chis
Statement are precluded. In addition, the compensation cast for those
earlier awards shall be attributed to periods beginning on or after the
required effective date of SEAS 123R using the attribution method that
was used under SFEAS 123 except that the methad of recognizing forfei-
tures only as they occur shall not be continued.

(O) VENDOR REBATES

Pursuant to EITFE 02-16, “Accounting by a Customer {Including a Reseller)
for Certain Consideration Received from a Vendor,” the Company recog-
nizes rebates received from its suppliers of bulk CO: tanks as a reduction
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of capitalizable cost. The Company received rebates of $1,104, $886
and $548 during the fiscal years ended June 30, 2006, 2003, and 2004,

respectively.

(P) TRADE RECEIVABLES AND ALLOWANCE FOR

DOUBTFUL ACCOUNTS

The Company invoices its customers on a monthly basis, with payment
due within 30 days of the invoice date. The Company does not provide
discounts for early payment.

In conjunction with its trade reccivables, the Company has estab-
lished a reserve for accounts that might not be collectible. Such reserve
is evaluared and adjusted on a monthly basis by examining the
Company's historical losses, aging of its trade receivables, the credit-
worthiness of significant customers based on ongoing evaluations, and
current cconomic trends that might tmpact the level of credit losses in
the future. The composition of receivables consists of on-time payers,
“slow™ payers, and at risk receivables, such as receivables from customers
who no longer do business with the Company, are bankrupt, or are out
of business.

(Q)} RECENT ACCOUNTING PRONOUNCEMENTS

In May 2005, the FASB issued SFAS No. 154, “Accounting for Changes
and Error Corrections” (“SFAS 154"). SFAS 134 applies to accounting
changes and corrections of errors made in fiscal years beginning after
December 15, 2005. SFAS 154 replaces APB Opinion No. 20,
“Accounting Changes,” and SFAS Na. 3, “Reporting Accounting Changes
in Interim Financial Statements,” and changes the requirements for the
accounting for and reporting of a change in accounting principle. SFAS
154 applies to all voluntary changes in accounting principle, as well as
to changes required by an accounting pronouncement in the unusual
instance that the pronouncement does not include specific transition
provisions. SFAS 154 provides guidance on the accounting for and
reporting of accounting changes and error corrections. [t establishes,
unless impracticable, retraspective application as the required method
for reporting a change in accounting principle in the absence of explicit
transition requirements specific to the newly adopted accounting prin-
ciple. The adoption of SFAS 154 will not have a material impact on the
Company’s financial position, results of operations, or cash flows.

In March 2003, the FASB issued Interpretation No. 47, “Accounting
for Conditional Asser Retirement Obligations—an interpretation of SFAS
No. 143" (“FIN 47", effective no later than the end of fiscal years
ending after December 15, 2005. This Interpretation clarifies that the
term conditional asset retirement obligation as used in SFAS No. 143,
“Accounting for Asset Retirement Obligations” (“SFAS 143"}, refers to a
legal obligation to perform an asset retirement activity in which the
timing and (or) method of settlement are conditional on a future event
that may or may not be within the control of the entity. The obligation

to perform the asser retirement activity is unconditional even though




Sectiom

uncertainty exists about the timing and (or) method of settlement.
Thus, the timing and (or} method of settlement may be conditional on
a future event. Accordingly, an entity is required 1o recognize a linbility
for the fair valuc of a conditional asser retirement obligation if the fair
value of the liability can be reasonably estimated. The fair value of a
liability for the conditional assct retirement obligation should be recog-
nized when incurred—generally upon acquisition, construction, or
development and (or) through the normal operation of the asset.
Uncertainty about the timing and {or) method of settlement of a
conditional asset retirement obligation should be factored into the
measurement of the liabiliry when sufficient information exists, The
adoption of FIN 47 had no material impact on the Company’s financial
position, results of operations or ¢ash flows.

In June 2006, the FASB issued Interpretation No. 48, "Accounting
for Uncertainty in Income Taxes—an interpretation of SFAS No. 1097
{“FIN 48"), effective for fiscal years beginning after December 15, 2006.
FIN 48 clarifies the accounting for uncertainty in income taxes
recognized in an enterprise’s financial statements in accordance with
SFAS No. 109, “Accounting for Income Taxes” (“SFAS 109"). FIN 48
prescribes a recognition threshold and measurement attribute for the
financial statement recognition and measurement of a rax position
taken or expected to be taken in a tax return. The adoption of FIN 48
will not have a material impact on the Company's financial position,
resules of operations, ot cash flows,

In December 2004, the FASB revised SFAS 123 through the issuance
of SFAS 123R, “Share-Based Payment” (“SFAS 123R”). The Company
adopted SFAS 123R effective with the fiscal quarter beginning July 1, 2005
on a “modified prospective basis,” and accordingly, pro forma disclosure
of net income and carnings per share, is no longer an alternative to
recognition in the statement of operarions after that date. Accordingly,
nu stock-based compensation expense is reflected in net income for the
years ended fune 30, 2005 and 2004. Pro forma disclosure for periods
prior to the effective date is provided in Note 9(e).

In November 2005, the FASB issued FSP FAS 123R-3, “Transition
Election Related to Accounting for the Tax Effects of Share-Based Payment
Awards,” to provide an alternate transition method for the implementa-
tion of SFAS 123(R). Because some entities do not have, and may not
he able to re-create, information abourt the net excess tax benefits that
would have qualified as such had those entities adopted SFAS 123 for
recognition purposes, this FSP provides an elective alternative transition
method. This method comprises (a) a computational component that
establishes a beginning balance of the additional paid-in capital pool
("APIC pool”) related to employee compensation and (b) a simplified
method to determine the subsequent impact on the APIC pool of
employee awards that are fully vested and outstanding upon the adoption
of SFAS 123R. The Company adopted the simplified method set forth
in this FSP to determine its APIC pool.

Note 2—Property and Equipment, Net

Property and equipment, net consists of the following:

As of June 30, 2006 | 2005
Leased equipment $176,482 $156,160
Equipment and cylinders 24,590 19,985
Tanks held for installation 6,722 5,498
Vehicles 1,298 1,044
Compuier equipment and software 5.588 5,103
Office furniture and fixtures 2,155 1,671
Leaschold improvements 2,083 1,978
218918 191.439

Less accumulated depreciation and amortization 99,315 86,652
3119,603 | $104,787

Included in leased equipment are capitalized component parts and
dircct costs associated with installation of equipment leased to others
of $54,652 and $46,812 ar June 30, 2006 and 2005, respectively.
Accumulated depreciation and amortization of these costs was $33,248
and $28,922 at June 30, 2006 and 2005, respecrively. Upon early service
termination, the Company writes off the remaining net book value of
direet costs associated with the installation of equipment.

Depreciation and amortization of property and equipment was
$13,344, $13,751, and $13,255 for the years ended June 30, 2006, 2005,
and 2004, respectively.

Note 3—Acquisitions

On October 1, 2004, the Company purchased the bulk CO; beverage
carbonation business of privately owned Pain Enterprises, Inc., of
Bloomington, Indiana (“Pain”), for total cash consideration of $15.7 mil-
lion. The Company acquired approximately 9,000 net customer
accounts, including 6,300 tanks in service, vehicles, parrs, and supplics.
The acquisition of Pain’s bulk CO; beverage carbonation business, which
operated in 12 Midwestern and Southeastern states: Florida, Georgia,
Minois, Indiana, lowa, Kentucky, Michigan, Missouri, Minnesota, Ohio,
Tennessee and Wisconsin, provides further penetration and increased
operating efficiencies in markets in which the Company operates.

The purchase price was allocated between tangible assets, intangible
assets, and goodwill as follows: $6.7 million for tangible assets, $6.2 mil-
lion for intangible assets and $2.8 million for goodwill, Tangible assets
are being depreciated over a weighted average life of 10 years, while
intangible assets, excluding goodwill, are being amortized over a
weighted average life of eighr years.

Goodwill was recorded as the purchase price of the acquisition exceeded
the fair market value of the angible and intangible assets acquired and
is a direct result of synergies arising from the transaction. Both the

purchase price allocation and the useful lives of purchased tangible and
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NOTES TO FINANCIAL STATEMENTS

(In thavsands, except per share amounts}

intangible assers were derived with the assistance of an independent
valuation consultant and other independent sources as appropriate.

On june 30, 2005, the Company acquired approximately 1,200 customer
accounts and 1,000 bulk CO; ranks, most of which were in service,
from Coca-Cola Enterprises Inc. ("CCE") for approximately $1.4 million.
The purchase price was allocated between tangible and intangible
assets as follows: $1.0 million for tangible assets, and $0.4 million for
intangible assets. Tangible assets are being depreciared over a weighted
average life of 12 years, while intangible assets are being amortized over
a weighted average life of 8.5 years. ‘

On September 30, 2003, the Company purchased the beverage car-
bonation business of privately owned Bay Area Equipment Co., Inc.
{("BAE"), for total consideration of $5.2 million, of which $4.7 million
was paid at closing and che remaining $0.5 million is payable over the
next two years, The Company acquired approximately 2,500 customer
accounts, including 1,000 tanks in service, vehicles, parts, and supplies.
The acquisition of BAE's beverage carbonarion business, which operated
in northern California, provides further penetration and increased
vperating efficiencics in that market.

The purchase price was allocated between tangible assets, intangible
assers, and goodwill as follows: $1.5 million for tangible assets, $1.9 mil-
- lion for intangible assets and $1.8 million for goodwill. Tangible assets
are being depreciated over a weighted average life of 8.3 years, while
intangible assets, excluding goodwill, are being amortized over a
weighted average life of 4.9 years.

On June 30, 2006, the Company acquired approximarely 3,000 addi-
tional customer accounts and 2,400 bulk CO; tanks, most of which
were in service, from CCE for approximately $5.0 million (“CCE I1").
The purchase price was allocated between tangible and intangible
assets as follows: $1.9 million for tangible assets, and $1.9 million for
intangible assets and $1.2 million for goodwill. Tangible assets are being
depreciated over a weighted average life of 11.0 years, while intangible
assets, excluding goodwill, are being amortized over a weighted average
life of 10.0 years.

Goodwill was recorded for all of the aforementioned transactions,
except for the CCE acquisition in June 2005, as the purchase price of
each acquisition exceeded the fair market value of the tangible and
intangible assets acquired and is a direct result of synergies arising from
the rransactrion.

The results of the aforementioned acquisitions are included in the
Company's results of operations subsequent to the acquisition date.
However, the following unaudited pro forma resulis of operations (in
thousands, except per share amounts) have been prepared assuming the
acquisitions described above had occurred as of the beginning of the
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periods presented in the Company’s financial statements, including
adjustments to the financial statements for additional depreciation of
tangible assets, amortization of intangible assets, and increased interest
on borrowings to finance the acquisitions. The unaudited pro forma
operating results are not necessarily indicative of operating results that
would have occurred had these acquisitions been consummated as of
the beginning of the periods presented, or of future operating results. In
certain cases, the operating results for perieds prier to the acquisitions
are based on (a) unaudited financial daca provided by the seller or
(b} an estimare of revenues, cost of revenues andfor selling, general
and administrative expenses based on information provided by the
seller or otherwise available to the Company. Inasmuch as the Company
acquired customer accounts, tanks at customer sites and other assets
related to the beverapge carbonation businesses of Pain, CCE, CCE 11
and BAE, certain operational and support costs provided for by the
sellers are not applicable to the Company’s cost of servicing these
customers and were therefore eliminated; however, the Company
incurred approximately $0.5 million in non-recurring costs during
the integration phase of the Pain acquisition that are included in

the unaudited pro forma results presented below. lnregration costs

associated with CCE, CCE 1l and BAE were minimal.

Unaudited Pro Forma:

Fiscal Year Ended June 30, - 2006 2005 2004
Total revenues $119,941 | $106,527  $97.144
Operating income™’ 21,033 21,719 17,684
Income before provision for income taxes 18,888 8,074 6,142
Provision for {benefit from) income taxes 7,391 (19.473) 301
Net income 11,497 27.547 5,841
Preferred stock dividends — (182) (763)
Net income available to common

shareholders $ 11,497 | § 27365 § 5078
Basic income per share $ 073 |% 214 % 048
Diluted income per share $ 072 % 193 & 043

(a) SFAS 123R was adopred effective July 1, 2005; accordingly, there is no share-based
compensation expense in the prior years. (See Note 9e).)

Note 4—Goodwill and Cther Intfangible Assets

The Company adopted SFAS 142 as of July 1, 2001, resulting in no
goodwill amortization expense for the years ended June 30, 2006, 2005
and 2004. Goodwill and indefinite life intangible assets are no longer
amorrized butare subject to annual impairment tests. The Company
determined thar there was no impairment of goodwill during 2006,
2005 and 2004.



Information regarding the Company’s goodwill and other intangible
assets is as follows:
Accumulated Net
Cost Amortization  Book Value

As of June 30, 2006:

Goodwill $30.800 $5.006 $25,794
Non-competition agreements 3.840 2,659 1,181
Customer lists 9,823 1.451 §,372
$44.463 $9.116 $35,347
As of June 30, 2005:
Goodwill $27,100 $5.006 $22,094
Nen-competiticn agreements 2,863 2,029 836
Customer lists 6,347 587 5,760
$36,312 $7.622 $28,690
Changes in goodwill are summarized as follows:
Year Ended June 30, Beginning  Additions  Disposals  Ending
2004 $24,228 — — $24,228
2005 $24,228 $2.872 — $27,100
2006 $27.100° $3,700 — $30.800

Amortization expense for other intangible assets was $1,524, $986, and
$291 for the years ended June 30, 2006, 2005 and 2004, respectively.

Estimated amortization expense for each of the nexr five years is
$1,597, $1,336, $1,031, $668 and $583 for fiscal years ending June 30,
2007, 2008, 2009, 2010 and 2011, respectively.

Note 5—Leases

The Company leases equipment to its customers generally pursuant to
five-year or six-year non-cancelable operating leases which expire on
varying dates through June 2012, At June 30, 2006, furure minimum
payments due from customers include, where applicable, amounts for a
continuous supply of CQO: under the budget plan, which provides
bundled pricing for tank rental and CO,. The revenue stream has been
segregated in conformity with EITF 00-21 berween the estimated rental
of equipment and the sale of CO.. The following table presents the
separate minimum revenue streams attributable to the lease of the
equipment and the sale of the CO;:

Year Ended June 30, Equipment CO,

2007 $ 30,793 $20.810
2008 25,830 17,402
2009 20,423 13,613
2010 14,316 9,599
2011 8,837 5,984
Thereafter 3,235 2,184

103434 369,592

Note é—Long-Term Debt
Long-term debt consists of the following:

As of June 30, 2006 2005

Nutes payable to banks under credit facility. Drawings
at June 30, 2006 and 2005 are at a weighted average

interest rate of 6.7% and 4.8%, respectively. $35,450 | $32,000
Less current maturities of long-term debt — —
Long-term debr, excluding current marurities $35,450 | $32,000

(A) PREVIOUS FACILITIES
On September 24, 2001, the Company entered into a $60.0 million
second amended and restated revolving credir facility with a syndicate
of banks (*Amended Credit Facility™). On August 25, 2003, the
Company terminated the Amended Credit Facility and entered into a
$50.0 million senior credit facility with a syndicate of banks (the
“Senior Credit Facility”). The Senior Credit Facility initially consisted of
a $30.0 million A term loan facility {the “A Term Loun”}, a $10.0 million
B term loan facility (the “B Term Loan"}, and a $10.0 million revalving
loan facility (the “Revolving Loan Facility™). On October 1, 2004, in
conjunction with the Pain Enterprises, Inc. transaction, the Senior Credit
Fucility was amended to, among other things, increase the B Term Loan
to $23.0 million and to modify cerrain financial covenants. The
A Term Loan and Revolving Loan Facility were due to mature an
August 25, 2007, while the B Term Loan was due to mature on August 25,
2008. The Company was entitled to select either Eurodollar Loans
(as defined) or Base Rate Loans (as defined), plus applicable margin, for
principal borrowings under the Senior Credit Facility. Applicable
margin was determined by a pricing grid based on the Company's
Consolidared Total Leverage Rario {(as defined). The Senior Credit
Facility was collateralized by all the Company’s assets. Additionally, the
Company was precluded from declaring or paying any cash dividends.
The Company, on a quarterly basis, was also required to assess and
meet certain affirmative and negative covenants, including but not
limited to financial covenants. These financial covenants were based on
a measure that is not consistent with accounting principles generally
accepted in the United States of America. Such measure is EBITDA (as
defined), which represents carnings before interest, taxes, depreciation
and amortization, as further modified by certain defined adjustments.
The failure to meert these covenants, absent a waiver or amendment, would
have placed the Company in default and cause the debt ocutstanding
under the Senior Credit Facility to immediately become due and payable.
The Company was in compliance with all covenants under the Senior
Credit Facility as of September 30, 2003 and all subsequent quarters up
to and including March 31, 2005,
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In connection with the rermination of the Amended Credit Facility,
during the first quarter of fiscal 2004, the Company recognized a loss of
$0.9 million from the write-off of unamortized financing costs associated
with the Amended Credir Facility and recorded $2.3 million in financing
costs associated with the Senior Credic Facility. Such costs were being
amortized over the life of the Senior Credit Facility.

{B) CURRENT FACILITY

On May 27, 2003, the Company terminated the Senior Credit Facility
and entered into a $60.0 million revolving credit facility with Bank of
America, N.A. (the “2005 Credit Facility”), maturing on May 27, 2C10.
The Company is entitled to select either Base Rate Loans {as defined) or
Eurodollar Rate Loans (as defined), plus applicable margin, for principal
horrowings under the 2005 Credit Facilicy. Applicable margin is derer-
mined by a pricing grid, as amended in March 2006, based on the
Company’s Consolidated Leverage Ratio (as defined) as follows:

Pricing Consolidated Euradollar Base
Level Leverage Ratio Rate Loans Rate Loans
| Greater than or equal to 2.50x 2.000% 0.500%

Il Less than 2.50x but greater 1.750% 0.250%
than or equal to 2.00x

10 Less than 2.00x but greater 1.500% 0.000%
than ar equal to 1.50x

v Less than 1.50x but greater 1.250% 0.000%
than or equal to 0.50x

v Less than 0.50x 1.000% 0.000%

Interest is payable periodically on borrowings under the 2005 Credit
Facility. The 2005 Credit Facility is uncollateralized. The Company is
required, on 2 quarterly basis, 1o assess and mect certain affirmative
and negative covenants, including financial covenants, These financial
covenants are based on a measure that is not consistent with account-
ing principles generally accepted in the United States of America. Such
measure is EBITDA {(as defined), which represents earnings before
interest, taxes, depreciation and amortization, as further modified by
certain defined adjusiments. The failure to meet these covenants,
absent a waiver or amendment, would place the Company in default
and cause the debt outstanding under the 2003 Credit Facility o imme-
diately become due and payable. The Company was in compliance with
all covenants under the 2005 Credit Facility as of the first assessment
date on lune 30, 2005 and through June 30, 2006.

In connection with the termination of the Senior Credit Facility,
during the fourth quarter of fiscal 2003, the Company recognized a loss
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of $1.7 million from the write-off of unamortized financing costs associ-
ated with the Senior Credit Facility and recorded $0.4 million in
financing costs associated with the 2005 Credit Facility. Such costs are
being amortized over the life of the 2005 Credit Facility.

{C) HEDGING ACTIVITIES

Effective July 1, 2000, the Company adopted SFAS No. 133, "Accounting
for Derivative Instruments and Hedging Activities,” as amended, which,
among other things, establishes accounting and reporting standards
for derivative instruments, including certain derivative instruments
embedded in other contracts and for hedging activities. All derivatives,
whether designated in hedging relationships or not, are required to be
recorded on the balance sheet at fair value. For a derivative designated
as a cash flow hedge, the effective portions of changes in the fair value
of the derivative are recorded as other comprehensive income and are
recognized in the statement of operations when the hedged item affects
earnings. Ineffective portions of changes in the fair value of cash flow
hedges (if any) are recognized in earnings.

The Company uses derivative instruments to manage exposure to
interest rate risks. The Company's objectives for holding derivatives are
to minimize the risks using the most effective methods ro eliminate or
reduce the impact of this exposure. Prior to August 23, 2003, che
Company was a party to an interest rate swap agreement (the “Prior
Swap”} with a notional amount of $12.5 million and a termination date
of Seprember 28, 2003. Under the Prior Swap, the Company paid a
fixed interest rate of 5.23% per annum and received a LIBOR-based
floating rate. In conjunction with the termination of the Prior Swap
prior to maturity, the Company paid $0.1 million, which represented
the fair value of the swap liability. The $0.1 million was reclassified
from other comprehensive income and recognized as a component of
the loss on early extinguishment of debt.

In order to reduce the Company's exposure to increases in Eurodollar
rates, and consequently to increases in interest payments, the Company
entered into an interest rate swap transaction (the “Swap”) on Qctober 2,
2003, in the amount of $20.0 million (the “Notional Amount™) with an
effective date of March 15, 2004 and a maturity date of September 15,
2005. Pursuant to the Swap, the Company paid a fixed interest rate of
2.12% per annum and received a Eurodollar-based floating rate, The
effect of the Swap was to neutralize any changes in Eurodollar rates on
the Notional Amount. As the Swap was not effective until March 15,
2004 and no cash flows were exchanged prior to that date, the Swap did
not meet the requirements to be designated as a cash flow hedge. As
such, an unrealized loss of $0.2 million was recognized in the Company’s
statement of operations for the fiscal year ended June 30, 2004, reflecting
the change in fair value of the Swap from inception to the effective date.
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As of March 15, 2004, the Swap met the requirements to be designated
as a cash flow hedge and was deemed a highly effective transaction.
Accordingly, the Company recorded $0.2 million representing the
change in fair value of the Swap from March 15, 2004 through
September 13, 2005, as other comprehensive income, which was
reversed upon the rerminarion of the Swap in September 2005 and was
recognized in the Company's statement of operations.

It order to reduce the Company’s exposure tw increases in Eurodollar
rates, and consequently to increases in interest payments, the Company
entered into a new interest rate swap transaction (the “2005 Swap”),
comprised of two inscruments {“Swap A” and “Swap B"), on September 28,
2005, with an effective date of October 3, 2005. Swap A, in the amount
of $15.0 million (the “A Notional Amount”), matures on Cctober 3,
2008 and Swap B, in the amount of $5.0 million (the “B Notional
Amount”}, matures on April 3, 2007. Pursuant to Swap A and Swap B,
the Company pays a fixed interest rate of 4.69% and 4.64% per annum,
respectively, and receives a Eurodotlar-based floating rate. The effect of
the 2005 Swap is to neurralize any changes in Eurodollar rares on the A
National Amaount and the B Notional Amount. The 2005 Swap meets
the requirements to be designared as a cash flow hedge and is deemed a
highly effective transaction. Accordingly, changes in the fair value of
Swap A and Swap B are recorded as other comprehensive income.
During fiscal 2006 the Company recorded $0.3 million, representing
the change in fait value of the 2005 Swap from inception through June
30, 2006, as other comprehensive income.

Note 7—Subordinaied Debt
In Qctober 1997, the Company issued $30.0 million of 12% Senior
Subordinated Promissory Notes (1997 Notes”) with interest only payable
semi-annually on April 30 and October 31, due October 31, 2004, On
May 4, 1999, the Company sold an additional $10.0 million of 12%
Senior Subordinated Promissory Notes (“1999 Notes™). Except for their
Ocrober 31, 2005 maturity date, the 1999 Notes were substantially
identical to the 1997 Notes. As of June 30, 2002 and at various dates in
the past the Company was unable to meet certain covenants under
the 1997 Notes and 1999 Notes and accordingly obtained waivers or
modifications. On September 27, 2002, concurrently with the amend-
ment to the Amended Credit Facility, certain financial covenants of the
1997 Notes and 1999 Notes were amended to adjuse certain financial
covenants for the quarter ended June 30, 2002, and prospectively. On
February 7, 2003, the interest coverage ratio governing the 1997 Notes
and 1999 Notes was amended for the quarter ending March 31, 2003
and prospectively.

On August 25, 2003, concurrently with the closing of the Senior
Credit Facility, the Company prepaid the 1997 Notes and 1999 Notes

and issued $30.0 million of its 16.3% Senior Subordinated Notes Due
February 27, 2009 (the “New Notes"} with interest only payable quar-
terly in arrears on February 28, May 31, August 31 and November 30 of
each year, commencing November 30, 2003. Interest on the New Notes
was 12% per annum payable in cash and 4.3% per annum payable “in
kind” by adding the amount of such interest to the principal amount of
the New Notes then outstanding. The weighted average effective interest
rate of the New Notes, including the amortization of deferred financing
costs and original issue discount, was 18.0% per annum. Ten year
warrants to purchase an aggregate of 425,000 shares of the Company’s
common stock at an exercise price of $8.79 per share were issued in
conneetion with the New Notes. Utilizing the Black-Scholes Model,
the warrants issued in connection with the New Notes were valued at
$3.70 per warrant, or an ageregate value of $1.6 million. In addition,
the maturity date of 665,403 existing warrants, 335,101 due to expire in
2004 and 330,302 due to expire in 2005, was extended to February 2009,
resulting in additional value of $1.31 and $0.97 per warrant, respec-
tively, or an aggregate value of $0.8 million. At the date of issuance, in
accordance with APB 14, “Accounting for Convertible Debt and Debt
Issued with Purchase Warrants,” the Company allocated proceeds of
$27.7 million to the debt and $2.3 million to the warrants, with the
resulting discount on the debt referred to as the Original Issue Discount.
The Original Issue Discount was being amortized as interest expense
over the life of the debr.

As with the Senior Credit Facility, the Company was required to meet
certain affirmative and negative covenanis under the New Notes,
including but not limited to financial covenants. The Company was in
compliance with all covenanrs under the New Notes as of September 30,
2003 und all subsequent quarters up to and including March 31, 2003,

In connection with the early repayment of the 1997 Notes and 1999
Notes, during the first quarter of fiscal 2004 the Company recognized a
loss of $1.1 million attributable to the unamertized financing costs and
criginal issue discount associated with the 1997 Notes and 1999 Notes,
and recorded $0.6 million of financing costs and original issue discount
associated with the New Notes. Such fees were being amortized over
the life of the New Notes.

On April 4, 2005, the Company used $34.3 million of the net proceeds
from the sale of 2,041,713 shares of common stock in an underwritten
public offering in March 2005 o redeem the New Notes at 106% of the
original principal amount plus accrued interest. In addition, during the
quarter ended June 30, 2005, the Company recognized a loss on the
early termination of debt associared with the New Notes of approxi-
mately $4.1 million, which includes the prepayment penalty, unamor-
tized fees and the amortized portion of the original issue discount.
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During fiscal 2004, warrants to purchase 30,831 shares of the
Company's common stock issued in connection with the 1997 Nores and
1999 Nortes were exercised pursuant to the cashless exercise provision
contained in the warrants. In connection with the cashless exercise,
warrants to purchase 50,647 shares of the Company's common stock
were canceled. In addition, in fiscal 2004 warrants to purchase 75,000
shares of the Company’s common stock issued in connection with the
New Notes were exercised for proceeds of $659, recorded as addirional
paid-in-capital on the Company'’s balance sheet as of June 30, 2004.
During fiscal 2005, warrants to purchase 893,956 shares of the
Company’s commeon stock issued in connection with the 1997 Notes,
1999 Notes and New Notes were exercised for proceeds of $743. In
connection wirth certain cashless exercises, warrants to purchase
389,518 shares of the Company’s common stock were canceled. As of
June 30, 2005, no warrants issued in connection with the 1997 Notes,
1999 Notes or New Notes were outstanding,

Note 8—Redeemable Preferred Stock

In May 2000, the Company sold 5,000 shares of its Series A 8%
Cumulative Convertible Preferred Stock, no par value (the “Series A
Preferred Stock™), for $1,000 per share {the initial “Liquidation
Preference™). Cumulative dividends were payable quarterly in arrears at
the rate of 8% per annum on the Liquidation Preference, and, 1o the
extent not paid in cash, were added to the Liquidation Preference.
Shares of the Series A Preferred Stock were convertible into shares of
common stock at any time at a conversion price of $9.28 per share. In
August 2004, the holder of the Series A Preferred Stock converted its
shares into 754,982 shares of common stock, and $7,007, representing
the Liquidation Preference, was reciassified to common stock and addi-
tional paid-in capital on the Company's balance sheet.

In November 2001, the Company sold 2,500 shares of its Serics B 8%
Cumulative Convertible Preferred Stock, no par value (the “Scries B
Preferred Stock™), for $1,000 per share {the initial “Ligquidarien
Preference”). Cumulative dividends were payable quarterly in arrears at
the rate of 8% per annum on the Liquidation Preference, and, to the
extent not paid in cash, were added to the Liquidation Preference.
Shares of the Series B Preferred Stock were convertible into shares of
common stock at any time at a conversion price of $12.92 per share. In
December 2004, the holder of the Series B Preferred Stack converted its
shares into 247,420 shares of common stock, and $3,197, representing the
Liquidation Preference, was reclassified to common stock and additional
paid-in capital on the Company's balance sheert.

During rhe fiscal years ended June 30, 2005 and, 2004, the carrying
amount {and Liquidation Preferences) of the Series A Preferred Stock
and Series B Preferred Stock was increased by $182 and $763, respec-

tively, for dividends accrued.
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Note @—Shareholders’ Equity

(A} OFFERING

On March 30, 2005, the Company sold 2,041,713 shares of its common
stock in an underwritren public offering. Based on the public offering
price of $24.17 per share and after deducting underwriting discounts
and commissions, net proceeds were approximately $46.6 million. On
March 31, 2005, the Company reduced the outstanding principal
amount of the Senior Credit Facility by $11.2 million and on April 4,
2003, the Company used approximately $34.3 million of the net pro-
ceeds from the offering to redeem all of the New Notes (see Note 7). In
addition, the Company incurred $1.3 million in legal, accounting,
printing and other cxpenses which were recorded as a reduction of
addirional paid-in capital.

(BY NON-QUALIFIED STOCK OPTIONS AND WARRANTS

In May 1997, the Company entered into a supply agreement with The
BOC Group, Inc. (“BOC") by which BOC committed to provide the
Company with 100% of its CO; requirements at competitive prices. In
connection with this agreement, the Company granted BOC a warrunt
to purchase 1,000,000 shares of its common stock. The warrant was
exercisable at $17 per share from May 1, 1999 to May 1, 2002 and there-
after at $20 per share until April 30, 2007. In May 2000, the Company
solicited BOC ro purchase 1,111,111 shares of its common stock at $9.00
per share. In connecrion with this purchase of common stock, the out-
standing warrant was reduced to 400,000 shares, with an exercise price
of $17 per share. On the date of issuance of the common stock, the
closing price of the common stock on the Nasdag National Market was
$8.00 per share. During March 2003, warrants to purchase 59,329 shares
of common stock were exercised pursuant to the cashless exercise pro-
visions contained in the warrants. In connection with this cashless
exercise, warrants to purchase 140,671 shares of the Company's com-
mon stock were canceled. In addition, during June 2006, warrants ro
purchase 66,458 shares of common stock were exercised pursuant to the
cashless exercise provisions contained in the warrants. In connection
with this cashless exercise, warrants to purchase 133,542 shares of the
Company’s common stock were canceled. No warrants granted to BOC
remain outstanding as of June 30, 2006.

In January 2001, the Company granted to each non-employee dirccror
options for 10,000 shares of common stock. An aggregate of 50,000
options were granted at an exercise price of $7.82 per share. In March
2003, the Company granted to each non-employee director options for
6,000 shares of common stock, or an aggregate of 36,000 options, at an
exercise price of $4.85 per share. In September 2003, the Company
granted to two of its non-employee directors options for 22,000 shares
of common stock, or an aggregate of 44,000 options, at an exercise price
of $8.91 per share. In addition, in March 2004, the Company granted a
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non-employee director options for 6,000 shares of common stock at an
exercise price of $16.25 per share. The exercise price for all grants is
equal to the average closing price of the common stock on the Nasdaq

The following rable summarizes transactions pursuant to non-plan

director stock options:
Weighted Average

National Markert for the 20 trading days prior o the grant date. During OOpriDS:ﬁ E;erc(i)sc l?'ice EOptfon‘fl
tstanding er Opti able
the fiscal year ended June 30, 2006, an additional 18,000 options were el il R
granted to two non-employee directors at an excrcise price of $23.14 per  Outstanding at June 30, 2003 86,000 $ 6.58 41,000
. . ' o ) Granted 50,000 9.79
share. All options vest in two to five equal annual installments com-
mencing upon issuance and have a ten-year rerm. Quustunding at June 30, 2004 136,000 .76 78.667
. . . . o . Exercised (51,333 6.88
The weighted average fair value per share of options granted during
the fiscal years ended June 30, 2006, 2005 and 2004 was $3.86, $0, and Ourstanding at June 30, 2003 84,667 8.29 66,001
$2.68, respectively. Granted 18,000 23.14
Outstanding at June 30, 2006 102,667 $10.90 94,607
The following rable sets forth certain information as of June 30, 2006:
Opticns Quistanding Options Exercisable
Weighted Weighted Apgregate Weighred Weighted Apgregate
Range of Options Average Averape Intrinsic Value Options Average Average Intrinsic Value
Exercise Prices QOurstanding ~ Remaining Life  Exercise Price {000) Exercisuble  Remaining Life  Exercise Price (000)
$ 4.85-$10.00 78,667 6.24 $ 769 $1,286 78,667 6.24 $ 7.69 $1,286
$10.01-%15.00 — — — — — — — —
$15.01-$20.00 6,000 7.75 16.25 47 4,000 7.75 16.25 31
$20.01-%23.14 18,000 8.45 23.14 16 12,000 8.45 23.14 11
102,667 6.72 $10.90 $1,349 94,667 6.58 $10.01 $1,328

(C) EMPLOYEE STOCK OPTION PLANS

It 1995, the Board of Directors adopted the 1995 Stock Option Plan
(the “1995 Plan”), which terminated in November 2005. Under the
1995 Plan, the Company reserved 2,400,000 shares of common stock
for employees of the Company. Under the terms of the 1995 Plan,
options granted were either incentive stock options or non-qualified
stock oprions. The exercise price of incentive stock options was required
to be at least equal to 100% of the fair marker value of the Company's
common stock at the date of the grant, and the exercise price of non-
qualified stock options was not to be less than 75% of the fair market
value of the Company's common stock at the date of the grant. The
maximum term for all options was ten yvears, with outstanding options
having a weighted average remaining contractual life of 6.9 years as of
June 30, 2006. Options granted prior to termination of the 1995 Plan
generally vest in equal annual installments from three to five years,
though a limited number of grants were partially vested at the grane
date, As of June 30, 2006, options to purchase 1,123,274 shares of the
Company’ common stock were outstanding under the 1995 Plan. In
addition, in September 2003, the Board of Directors adopted the 2005
Employee Stock Option Plan (the “2005 Employee Plan”). Under the
2005 Employee Plan, the Company has reserved 250,000 shares of
common stock for employees of the Company. As of June 30, 2006, no

oprions to purchase shares of the Company’s common stock were our-
standing under the 2005 Employee Plun.

The weighred average fair value per share of aptions granted under
the 1995 Plan during the fiscal years ended June 3Q, 2006, 2005 and
2004 was $4.83, $7.80 and $4.11, respectively.

The following table summarizes transactions pursuant o the 1995 Plan:

Weighted Average

Options Exetcise Price Options
Outstanding Per Option Exercisable

Questanding at June 30, 2003 1,288,520 $ 9.13 640,373
Granted 379,300 15.61
Expired or canceled {73,288) 12.18
Exercised (90,009) 10,17

Ouistanding ar June 30, 2004 1,504,523 10.55 865,653
Granted 290,500 25.42
Expired or canceled {12,713) 13.50
Exercised (362,408) 7.66

Quistanding at June 30, 2005 . 1,419,902 14.31 921,002
Granted 8,225 25.52
Expired or canceled (18,174) 22.04
Exercised (286,679) 9.48

Outstanding at June 30, 2006 1,123,274 $15.49 877,661
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The following table sets forth certain informarion as of June 30, 2006:

Options Outstanding

Options Exercisable

Weighted Weighted Aggregate Weighted Weighted Apgregate

Range of Options Average Average Intrinsic Value Options Average Average Intrinsic Value
Exercise Prices Qutstanding  Remaining Life  Exercise Price {000) Exercisable  Remaining Life  Exercise Price (000Q)
$ 4.49-$10.00 313,320 5.40 §1.72 $5.113 284,645 5.27 $ 7.66 $4,662
$ 10.0-515.00 362918 5.94 12.71 4,112 337,568 5.82 12.56 3,875
$15.01-%20.00 161,989 8.00 19.29 769 115,189 8.00 19.28 548
$20.01-%$25.00 40,000 8.94 24.01 1 20,000 8.94 24.01 1
$25.01-$25.67 245,047 9.0f 25.67 — 120,259 9.01 25.67 —

1,123,274 6.86 $15.49 $9,995 877,661 6.43 $13.91 $9,087

In October 2005, the Board of Directors adopted the 2005 Exccutive
Management Stock Oprion Plan (the “2005 Executive Plan™). Under
the 2005 Executive Plan, the Company has reserved 1,500,000 shares of
common stock for executives and key managers of the Company, which
may be either incentive stock options or non-qualified stock options.
The exercise price of stock options is required to be at least equal to
100% of the fair market value of the Company's common stock at the
date of the grant. The maximum term for all options is ten years, with

less than two fiscal years up to a maximum of five fiscal years, and any
unvested options vest at the end of the five years.

During the fiscal year ended June 30, 2006, the Company granted
1,069,000 options under the 2005 Executive Plan with a weighted exercise
price of $24.49 per share and a weighted average grant date fair vatue
per share of $4.53.

The following summarizes the transactions pursuant to the 2005
Executive Plan:

outstanding options having a weighted average remaining contractual Weighred
life of 9.1 years as of June 30, 2006. In addition, executive officers Av_emge_ )

. Lo . . . Options Exercise Price Options
granted options undet the initial grant in 2005 will not be eligible to Outstanding Per Option Exercisable
receive additional options until fiscal 2008. Options granted are

. Questanding at June 30, 2005 — 5 — —
expected to vest over a period of one to three years based on the Granted 1.069.000 24.49
achievement of annual performance targets established by the Board of Forfeited '(36‘{)00) 24:00
i . Howe Il options ‘i 3 @ i
Directors. However, all options granted will vest over a period of not Outstanding at June 30, 2006 1,033,000 $24.51 258,249
The following table sets forth certain information as of June 30, 2006:
Oprions Qutstanding Options Exercisable
Weighred Weighted Aggregate Weighted Weighted Aggregate
Range of Options Average Average Intrinsic Value Oprions Average Average Intrinsic Value
Exercise Prices Qutstanding  Remaining Life  Exercise Price {000) Exercisable  Remaining Life  Exercise Price {000)
$24.00-$30.18 1,033,000 9.06 $24.51 $— 258,249 9.06 $24.51 5—

P.38 + NuCO; Inc. 2006 Annual Report




Section

(D)) NON-EMPLOYEE DIRECTORS’ STOCK OPTION PLANS

in 1995, the Board of Direcrors adopted the Direcrors” Stock Option
Plan (the “1995 Directors’ Plan™), which was terminated in May 2005.
Under the 1995 Directors’ Plan, each non-employee director received
options for 6,000 shares of commaon stock on the date of his or her first
election to the Board of Directors. [n addition, on the third anniversary
of each director’s first election to the Board of Directors, and on each
three year anniversary thereafter, each non-employee director received

The maximum term for all options under both plans (the “Directors’
Plans”} is ten years, with outstanding options having a weighted average
remaining contractual life of 8.1 years as of June 30, 2006. The weighted
average fair value per share of options granted under the 1995 Plan dur
ing the fiscal years ended June 30, 2006, 2005 and 2004 was $4.87,
$5.94 and $3.94, respecrively.

The following table summarizes transactions pursuant to the
Directors’ Plans:

an additional option to purchase 6,000 shares of common stock. The Weighted
exercise price per share for all options granted under the 1995 Directors’ Average
. . Options Exercise Price Options
Plan was equal to the fair marker vaiue of the common stock as of the ; ) .
) Outstanding Per Option Exercisable
date of grant. All options vest in three equal annual installments begin-
ning on the first anniversary of the date of grant. In May 2005, the Outstanding at June 30, 2003 72,000 $ 9.00 50,000
Board of Di dopted the 2005 Non-Employee Directors' Stock o7 24.000 1311
3nard of Directors adopted the on-Employee Directors’ Stoc Evercised (12,000} .08
Option Plan (the “2005 Directors’ Plan") in which cach director
\ \ ) Qutstanding at June 30, 2004 84,000 10.35 60,000
receives options for 20,000 shares of common stack on the date of his Granted 6.000 2270
or her first election to the Board of Directors. In addition, each non- Expired or canceled (9:981) 7.82
employee director, on cach anniversary date of his or her appointment, Exercised (47,019 8.82
will receive an additional option to purchase 5,000 shares of common Outstanding at June 30, 2005 33.000 15.53 19.000
stock under the 2005 Directors’ Plan. The exercise price of all options Granted 60,000 2577
granted under the 2005 Directors’ Plan is required to be equal to the  oyiganding at June 30, 2006 93,000 $22.14 40,000
fair market value of the common stock on the date of grant. The
Company has reserved 200,000 shares of common stock under the 2005
Directors’ Plan.
The following table sets forth certain information as of June 30, 2006:
Options Qutstanding Options Exercisable
Weighted Wetghted Aggregate Weighted Weighted Agprepare
Range of Options Average Average Intrinsic Value Oprions Averape Average Intrinsic Value
Exercise Prices Quistanding  Remaining Life  Exercise Price {000) Exercisable  Remaining Life  Exercise Price (000}
$10.01-515.00 15,000 360 $12.50 3173 15,000 3.60 $12.50 5173
$15.01-$20.00 12,000 7.70 15.74 100 8,000 7.70 15.74 66
$20.01-%25.00 26,000 8.79 23.04 26 12,000 8.82 13.07 12
$25.01-$30.87 40,000 9.39 27.09 — 3,000 9.04 15.37 —
93,000 8.06 $22.14 $299 40,000 6.67 $17.95 $251
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(In thousands, except pet share amounts}

(E) SHARE-BASED COMPENSATION

Prior to July 1, 2005, the Company followed the guidance of SFAS
No. 123, “Accounting for Stock-Based Compensation” (“SFAS 1237),
which allowed an entity to continue to measure stock option compen-
sation expense using the accounting method prescribed by APB
Opinion No. 25, "Accounting for Stock Issued to Employees” (“APB 257}
and to make pro forma disclosures of net income and earnings per share
as if the fair value based method of accounting had been applied.

In December 2004, the FASB revised SFAS 123 through the issuance
of SFAS 123-R. The Company adopted SFAS 123-R effective with the
fiscal quarter beginning July 1, 2005 on a “modified prospective basis,”
and accordingly, pro forma disclosure of net income and carnings
per share, is no longer an alternative to recognition in the statement
of operations.

The following table summarizes key assumptions regarding the granting
of stock options. As permitted by SFAS 123 and SFAS 123-R, the fair value
of each employee stock option is estimated on the dare of granr using the
Black-Scholes option-pricing modet with the significant assumprtions
nated in the following rable. Expected volatilities are based on historical
volatility of the Company's common stock, and other factors. The
Company uses both historical data and prospective trends to estimate
option exercises and employee terminations within the valuation
madel; separate groups of employees that have similar historical exercise
behavior are considered separately for valuation purposes. The expected
rerm of oprions granted represents the period of time that options
granted are expected to be outstanding; the information given below
results from certain groups of employees exhibiting different behavior.
The risk-free rate for periods within the contractual life of the option is
based on the U.S. Treasury’s yield curve in effect at the time of grant.

For the Year Ended June 30, 2006 2005 2004
Weighred average of grants awarded:
Volatility 25.0% 31.8% 33.3%
Risk free interest rate 4.3% 3.7% . 35%
Expected dividend yield 0% 0% 0%
Expected term {in years) 24 years | 4.0vyears 3.7 years

The Company recognized $3.3 million {$2.4 million net of income
taxes) in stock oprion compensarion during the fiscal year ended June 30,
2006. The following table illustrates the effect on ner income and earn-
ings per share us if the Company had applied the fair value recognition
provisions of SFAS 123 1o share-based compensation prior to the
adoption of SFAS 123-R effecrive July 1, 2005. However, no share-
based compensation was recognized in the financial statements during
thar period pursuant to APB 25. The Company was not subject to an
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income tax provision, except for the alternative minimum rax, for the
fiscal year ended June 30, 2004 (see Note 11}. Share-based compensa-
tion for the year ended June 30, 2005, would have been $2.3 million

($1.7 million net of income taxes).

For the Year Ended June 30, 2006 l 2005 2004

Net income, as reported $10,348 | $25,591  $2,180
Less:
Stock-based compensation—fair value
measurement prior to adoption of
SFAS 123-R ' - (1,691) {1,272}
Net income, pra forma 10,348 23,900 908
Preferred stock dividends — (182) {763)
Net income available to common
shareholders—pro forma $10,348 | $23,718 § 145
Basic income per share—reported $ 067 % 198 $ 013
Basic income per share—pro forma $ 067 | % 18 %001
Diluted income per share—reported $ 065 (% 179 $ 012
Diluted income per share—pro forma $ 065 % 167 3001

A summary of the Company's nonvested shares granted under the
aforementioned plans as of June 30, 2006 and changes during the 12

months then ended, is presented as follows:
Weighted Average

Grant-Date

Shares Fair Value
Nonvested as of June 30, 2005 527.399 $5.76
Granted 1,155,225 4.54
Granted that vested during the period (323.437) 3.34
Excrcised that vested during the period (223,650) 5.92
Forfeited (54,173} 5.10
Nonvested as of June 30, 2006 1,081,364 $5.14

The aggregate intrinsic value of options exercised during the years
ended June 30, 2006, 2005 and 2004 was $4.5 million, $7.2 million and
$0.7 million, respectively. As of June 30, 2006, there was $4.2 million of
total unrecognized compensation cost related 1o nonvested share-based
compensation arrangements granted under the aforementioned plans,
which will be recognized over a weighred average life of 1.6 years.

Note 10—Earnings Per Share

The Company calculates earnings per share in accordance with the
requirements of SFAS No. 128, “Earnings Per Share” (“SFAS 128”). The
following table presents the Company's net income available to commaon
shareholders and income per share, basic and diluted:




Fiscal Year Ended June 30, 2006 | 2005 2004
Nert income $10,348 | $25,591 % 2,180
Redeemable preferred stock dividends — (182) (763)
Net income—
avaitable to common shareholders $10,348 | $25409 % 1417
Weighred average outstanding shares
of common stock:
Basic 15,427 12,808 10,689
Diluted 15,997 14,295 11,822
Earnings per basic share
of common stock $ 067 |5 198 % 013
Earnings per diluted share
of common stock % 065 $ 179 & 0102

In August 2004, 5,000 shares of the Company's redeemable preferred
stock were converted into 754,982 shares of commaon stock. The remaining
2,500 shares of redeemable preferred stock were converted into 247,420
shares of common stock in December 2004 (sce Note 8). In accordance
with SFAS 128, diluted shares of common stock in fiscal 2005 includes
209,812 common stock equivalents as if the Redeemable Preferred Srock,
prior to exercise (Note 8), had been converted to shares of common
stock as such conversion would have been dilutive. Accordingly, the
calculation of diluted income per share for the year ended June 30, 2005
excludes redeemable preferred stock dividends.

The weighted average shares ourstanding used to calculate basic and
diluted earnings per share were caleulated us follows:

Fiscal Year Ended June 30, 2006 2005 2004

Weighted average shares
outstanding—basic

Qutstanding options and warrants
to purchase shares of common
stock—remaining shares after

15427463 | 12,808,025 10,688,802

assuming repurchase wich

proceeds from exercise 569,860 1,486,514 1,133,033

Weighted average shares

outstanding—diluted 15,997,323 | 14,294,539 11,821,835

During the year ended June 30, 2006, 2005 and 2004, the Company
excluded the equivalent shares listed in the table below as these options
and warrants to purchase common stock were anti-dilutive. In addition,
for the year ended June 30, 2004, the Company excluded the effects of
the conversion of its outstanding redeemable preferred stock using the
“if converted” method, as the effect would be anti-dilutive (Note 8).

The Company’s redeemable preferred stock was convertible into 973,104
shares of common stock as of June 30, 2004.

The following table lists opticns and warrants outstanding as of the
periods shown which were not included in the computation of diluted
EPS because the options and warrants exercise price was greater than
the average marker price of the common shares:

As of June 30, 2006 2005 2004

Range of Exercise Prices
$10.01-%15.00 — — 112,200
$15.01-$20.00 — — 646779
$20.01-$25.00 — | 295,000 —
$25.01-%$30.87 132,000 — —
132,000 | 295000 758,979

Note 11—Income Taxes

The Company accounts for income taxes under SFAS No. 109 “Accounting
for Income Taxes” ("SFAS 109"}. Deferred income taxes reflect cthe net tax
effects of net operating loss carryforwards and temporary differences
berween the carrying amounts of assets and liabilities for financial
reporting purposes and the amounts used for income tax purposes. The
tax effects of temporary differences that give rise to significant portions
of deferred tax assets and deferred tax liabilities are as follows:

As of June 30, 2006 2005
Deferred tax assets:
Current
Allowance for doubtful accounts $ 9983 (3% 725
Orther 133 —
Net operating loss carryﬁlrwzlrds 7,467 6,871
8,598 7.596
Non-current
Intangible assets 1,298 1,407
Other 1.003 75
Net operating loss carryforwards 32,549 37,839
34,850 39,321
Toral deferred tax assets 43,448 46,917
Deferred tax liabilities:
Naon-current
Goodwiil (3,778) (3,217)
Fixed assets (22,265) (20,981)
Total deferred tax liabilities (26,043) (24,198)
Net deferred tax assets $ 17405 | § 22,719
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The Company’s deferred tax assets include the benefit of net operating
loss carryforwards incurred by the Company through the fiscal year ended
June 30, 2005. While the Company attained proficability during the
year ended June 30, 2004, based on the consideration of all of the available
evidence including the recent history of losses, management concluded as
of June 3C, 2004 that it was more likely than not that all of the net deferred
tax assets would not be realized. Accordingly, the Company recorded a
valuation allowance equal to the net deferred tax assets at that time.

However, as of June 30, 2003, after consideration of all available
positive and negative cvidence, it was concluded thar the deferred tax
asset relating to the Company’s net operating loss carryforwards will more
likely than not be realized in the future. Thus, the entire valuation
allowance was reversed and reported as a component of the fiscal 2005
income tax provision. [n considering whether or not a valuation allowance
was appropriate at June 30, 2006 and 2005, the Company considered
several aspects, including, but not limited to the following items:

¢ Cumulative pretax book income during the three years ended
June 30, 2006 and 2005.

* Both positive and negative evidence as to the Company's ability to
utilize its federal net operating loss carryforwards prior to expiration,
such as the projected generation of taxable income, the Company's
position in the marker place, existence of long-term customer
contracts, and growth opportunities

® Furure reversals of taxable temporary differences

* Tax planning straregies

As of June 30, 2006, the Company evaluated and will continue to
evaluare whether or not its net deferred tax assets will be fully realized
prior to expiration. In order to utilize the entire deferred tax asset,
the Company will need to generate taxable income of approximately
$111 million. Should it become more likely than not that all or a portion
of the ner deferred tax assets will not be realized, a valuation allowance
will be recorded.

As of June 30, 2006, the Company had net operating loss carry-
forwards for federal income tax purposes of approximately $102 million
and for state purposes in varying amounts. The federal net operating
loss carryforwards expire through June 2025 as follows:

Year of Expiration

2007-2011 $ —
2012-2016 15,047
2017-2021 59,537
Thereafrer 27,233

$101.817
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If an “ownership change” for federal income tax purposes were to occur
in the future, the Company’s ability to use its pre-ownership federal and
state net operating loss carryforwards (and certain built-in losses, if any})
would be subject to an annual usage limitation, which under cerrain
circumstances may prevent the Company from being able to utilize a
portion of such loss carryforwards in future tax periods and may reduce
its after-tax cash flow.

The significant components for income taxes attributable to continuing
operations for the vears ended June 30, 2006, 2005, and 2004 were
as follows:

Years Ended June 30, 2006 | 2005 2004
Current
Federal $4034 | % — %63
State 931 80 79
Benefit of net operating loss carryforwards (4,694) — —
Total—current $ 271 | % 80 $142
Deferred
Federal $ 5991 | $(16,397) § —
Stare 1,079 (3.241) —
Total—deferred $ 7070 | $(19.638) $ —
Total $ 7,341 | $(19,558) %142

The income tax provision differs from that which would result from
applying the U.S. statutory income tax rate of 35% as follows:

Tax at U.S. statutory rate $6,191 % 2,112 § 813
Stare taxes, net of federal benefit 761 301 141
Non-deductible items 389 445 116
Change in valuation allowance — {22,416)  {928)
$7,341  $(19.558) §$ 142

The change in the net deferred tax valuation allowance of $22,416
during the year ended June 30, 2005 is net of $268 tax impact of the
disqualifying dispositions of incentive stock options reflected as addi-
tional paid-in capital. In addition, during the year ended June 30, 2005,
the tax impact of the disqualifying dispositions of incentive stock
options and exercise of non-qualified stock options reflected as addi-
tional paid-in capital was $2,812 recorded as additional paid-in capital.
During the year ended June 30, 2006, the Company recorded $1,756 as
additional paid-in capital representing the excess of the tax benefit
associated with the disqualifying disposition of incentive stock options
and exercise of non-qualified stock options over the tax deduction from

compensation expense recognized for those options.
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Note 12—Lease Commitments

The Company leases office equipment, trucks and warehouse/depot
and office facilities under operating leases that expire at various dates
through June 2012. Primarily all of the facility leases contain renewal
options and escalations for real estate raxes, common charges, etc.
Future minimum lease payments under non-cancelable operaring leases
{that have initial non-cancelable lease terms in excess of one year) are
as follows:

Year Ending June 30,

2007 $ 5,529
2008 4,694
2009 3,628
2010 2,803
2011 1,242
Thereafter 120

$18,016

Total rental costs under non-cancelable operating leases were
approximately $5,936, $5,650 and $5,377 in 2006, 2005 and 2004,

respectively.

Note 13—Concentration of Credit and Business Risks

The Company's business activity is with customers located within
the United States. For each of the years ended June 30, 2006, 2005
and 2004, the Company’s sales to customers in the food and beverage
industry were approximately 93%.

There were no customers that accounted for greater than 5% of toral
sales for each of the three years ended June 30, 2006, nor were there
any customers thar accounted for greater than 5% of total accounts
receivable at June 30, 2006 or 2005,

The Company purchases new bulk CO, systems from the two major
manufacturers of such systems. The inability of either or both of these
manufacturers o deliver new systems to the Company could cause a
detay in the Company's ability to fulfill the demand for its services and
a possible loss of sales, which could adversely affect operating results.

Note 14—Commitments and Contingencies

In May 1997, the Company entered into an exclusive carbon diexide
supply agreement with The BOC Group, Inc. ("BOC”). The agreement
ensures readily available high quality CO, as well as relatively stable
liquid carbon dioxide prices. Pursuant to the agreement, the Company
purchases virtually all of its liquid CO; requirements from BOC.

The agreement contains annual adjustments over the prior contract
year for an increase or decrease in the Producer Price Index for
Chemical and Allied Products ("PPI") or the average percentage
increase in the selling price of bulk merchant carbon dioxide purchased
by BOCs large, multi-location beverage customers in the United States,
whichever is less.

The Company is a defendant in legal actions which arise in the
normal course of business. In the opinion of management, the outcome
of these matrers witl not have a material effect on the Company's finan-
cial position or results of operations.

During August 2006, the Company settled litigation in connection with
a farality at a customer’s premises on January 8, 2003 for $3.0 million,
which was covered under the Company's umbrella insurance policy.
Such amount is recorded in the Company’s balance sheet as of June 30,
2006, in Prepaid Insurance Expense and Deposits with an offsetting
liability recorded in Accrued Insurance.

Note 15—Related Party Transactions

Robert L. Frome, a Director of the Company, is a member of the law
firm of Olshan Grundman Frome Rosenzweig & Wolosky LLP, which
law firm has been retained by the Company. Fees paid by the Company
to such law firm during fiscal 2006, 2005 and 2004, were $125, $631
and $117, respecrively.

In connection with the Refinancing described in Note 7, 35,000 of
the ten year warrants to purchase an aggregate of 425,000 shares of the
Company's common stock ar an exercise price of $8.79 per share were
issued to Craig L. Burr, then a Director of the Company, and one of the
purchasers of the New Notes, an affiliate of Mr. Burr’s. Such warranes
were exercised in May 2004.

In connection with the Refinancing described in Note 7, 250,000 of
the ten year warrants to purchase an aggregate of 425,000 shares of
the Company’s common stock at an exercise price of $8.79 per share
were issued to affiliates of J.P. Morgan Partners (BHCA), L.P, purchasers
of a portion of the New Notes. In addition, the expiration date of
warrants to purchase an aggregate of 665,403 shares of the Company’s

© common stock at an exercise price of $6.65 per share previously issued o

J.P. Morgan Partners (BHCA), L.F. in connection with the 1997 Notes
and 1999 Notes was extended until February 27, 2009 (See Note 7).
Richard . Waters, Jr., then a Director of the Company, is an affiliate of
J.P. Morgan Partners (BHCA), L.P. All such warrants were exercised in
December 2004,
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Note 16—Disclosures About Fair Value of
Financial Instruments
The following methods and assumptions were used to estimate the fair

The carrying amounts and fair values of the Company’s financial
instruments are as follows:

As of June 30, 2006 2005 .
value of each class of financial instruments. — v
(a) Cash and cash equivalents, accounts receivable and accounts Cash and cash.equlva ens $ 3?1 $
Accounts receivable 12,935 8,568
payable and accrued expenses: Accounts payable and accrued expenses 12,451 7,958
The carrying amounts approximate fair value due to the short Long-term debt 35.450 32,000
maturity of these instruments. Fair value of swap—asset 291 65
{b) Long-term debt:
The fair value of the Company’s long-term debt has been
estimated based on the current rates offered to the Company for
debt of the same remaining maturities.
Note 17—Selected Quarterly Financial Data (unaudited)
Ist Quarter 2nd Quarter 3rd Quarter 4th Quarter
2006 | 2005 2006 | 2005 2006 | 2005 2006 | 2005
Total revenues $27.865 | $21,881  $28,753 | $24.680 $19.197 | $24,611 530,381 | $26.,168
Gross profit 15,202 11,921 15,872 14,049 15,593 13,383 17,046 14,318
Operating income 5,008 3,948 4,746 4,717 4,189 4,881 5,538 5,289
Net income 2,955 1,854 2,639 2437 2,180 2,710 2,574 18,590
Earnings per share'*:
Basic $ 019(% 015 § 017 |% 020 5 014 (% 021 $ 017 % 122
Diluted $ 019 |% 014 $ 017 (% 048 $ 014 |3 020 $ 016 (3 1.16

(1} Per common share amounts for the quarters have each been calculated separately. Accordingly, quarterly amounts may not add te total year earnings per share hecause of differences in

the average common shares outstanding during each pericad.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Dircctor-s. and Sharehelders
NuCO; Inec.
Stuart, Florida

We have audited the accompanying balance sheets of NuCQ; Inc. as of
June 30, 2006 and 2003, and the related statements of operations, share-
holders' equity and cash flows for each of the three years in the period
ended June 30, 2006. These financial statements are the responsibility
of the Company’s management. Qur responsibility is to express an
opinion on these financial starements based on our audits.

We canducted our audits in accordance with the standards of the
Public Company Accounting Oversight Board {United States). Those
standards require that we plan and perform the audit o obtain reasonable
assurance about whether the financial statements are free of marerial
misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements.
An audic also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the financial starements referred to above present
fairly, in all material respects, the financial position of NuCO: Inc. as
of June 30, 2006 and 2005, and the results of its operations and its
cash flows for cach of the three years in the period ended June 30, 2006, in
conformity with U.S. generally accepted accounting principles.

As discussed in Note 9 to the financial statements, effective July 1,
2005, the Company changed irs method of accounting for stock based
compensation as a result of the adoption of Statement of Financial
Accounting Standards No. 123 (revised 2004), "Share-Based Payment.”
Also as discussed in Note 1 to the financial statements, effective July 1,
2003, the Company changed the manner in which it accounts for
multiple deliverable revenue arrangements as a result of the adoption of
Emerging Issues Task Force Issue No. 00-21.

We also have audited, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the effective-
ness of the Company’s internal control over financial reporting as of
June 30, 2006, based on criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission and our report dated
August 16, 20006 expressed an unqualified opinion thereon.

7/4?»5‘ WeissreBowe c.o
MARGOLIN, WINER & EVENS LLP

Garden City, New York
August 16, 2006
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM ON INTERNAL CONTROL

To the Board of Directors and Shareholders
NuCO; Inc.
Stuart, Florida

We have audited management’s assessment, included in the accom-
panying Management's Report on Internal Control over Financial
Reporting, that NuCO; Ine. maintained effective internal control over
financial reporting as of June 30, 2006, based on criteria established in
Internal Control—Integrated Framework issued by the Committee of

Sponsoring Organizations of the Treadway Commission (CCSQO). The

Company’s management is responsible for maintaining effective internal
control over financial reporting and for its assessment of the effectiveness
of internal control over financial reporting. Our responsibility is to
express an opinion on management’s assessment and an opinion on the
effectiveness of the Company’s internal control over financial reporting
based on our audit.

We conducted our audit in accordance with the standards of the
Public Company Accounting Oversight Board (United Srates). Those
standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial
reporting was maintained in all material respects. Our audit included
obtaining an understanding of internal control over financial reparting,
evaluating management’s assessment, testing and evaluating the design
and operating cffectiveness of internal control, and performing such
other pracedures as we considered necessary in the circumstances. We
believe that our audit provides a reasonable basis for our opinion.

A company’s internal control ever financial reporting is a process
designed to provide reasonable assurance regarding the reliabilicy of
financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting
principles. A company’s internal control over financiatl reporting includes
those policies and procedures that {1) pertain to the maintenance
of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (2} provide
reasonable assurance that transactions are recorded as necessary to
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permit preparation of financial statements in accaordance with generally
accepted accounting principles, and rhar receipts and expenditures of
the company are being made only in accordance with authorizations of
management and directors of the company; and (3) provide reasonable
assutance regarding prevention or rimely detection of unauthorized
acquisition, use, or disposition of the company’s assets that could have
a material effect on the financial srarements.

Because of its inherent limirations, internal control over financial
reporting may not prevent or detect misstatements. Also, projections of
any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that
the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management's assessment that NuCO: Inc. maintained
effective internal control over financial reporting as of June 30, 2006, is
faitly stated, in all material respects, based on the COSO criteria. Also in
our opinion, NuCQ; Inc. mainrained, in all material respects, effective
internal control over financial reporting as of June 30, 2006, based on
the COSO criteria.

We also have audited, in accordance with the standards of the
Public Company Accounting QOversight Board (United Stares), the
balance sheet of NuCO; Inc. as of June 30, 2006, and the related
statements of operations, sharcholders’ equity and cash flows for the
year then ended and our repore dated August 16, 2006 expressed an
unquatified opinion thereon.

Z{@?A, ;/Wﬁg‘-(’ Lop
MARGOLIN, WINER & EVENS LLP

Garden City, New York
August 16, 2006




MANAGEMENT'S ANNUAL REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Under Section 404 of the Sarbanes-Cxley Act of 2002, our management
is required to assess the effectiveness of the Company’s inrernal control
over financial reporring as of the end of each fiscal year and report,
based on thar assessment, whether the Company's internal control over
financial reporting is effective.

Management of the Company is responsible for establishing and
maintaining adequate internal control over financial reporting. The
Company’s internal control over financial reporting is designed to provide
reasonable assurance as to the reliability of the Company's financial
reporting and the preparation of financial statements for external
purposes in accordance with generally accepied accounting principles.

Internal control over financial reporting, no matter how well designed,
has inherent limitations. Therefore, internal control over financial
reporting determined to be effective can provide only reasonable
assurance with respect o financial statement preparation and may not
prevent or detect all misstatements. Moreover, projections of any
evaluation of effectiveness to furure periods are subject to the risk
rhat controls may become inadequate because of changes in conditions,
or that the degree of compliance with the policies or procedures
may deteriorate.

The Company's management has assessed the cffectiveness of the
Company's internal control over financial reporting as of June 30, 2006.
In making this assessment, the Company used the criteria of the
Integrated Framework adopted by the Committee of Sponsoring
Organizations of the Treadway Commission (COSQY). These criteria are
in the areas of control environment, risk assessment, control activities,
information and communication and monitoring. The Company’s
assessment included exrensive documenting, evaluating and testing
the design and operating effectiveness of its internal control over
financial reporting.

Based on the Company's processes and assessment, as described
above, management has concluded that, as of June 30, 2006, the
Company's internal control over financial reporting was effective.

Margolin, Winer & Evens LLP, the registered public accounting firm
that has audited the Company’s financial statements included in this
annual report, has issued their attestation report on management’s
assessment of the Company’s internal control over financial reporting,
which is included herein.
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MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND

ISSUER PURCHASES OF EQUITY SECURITIES

Qur common stock trades on the Nasdaq Global Market under the
symbel “NUCQ! The following table indicates the high and low sale
prices for our common stock for each quarterly period during fiscal 2003
and 2006, as reported by the Nasdaq Global Market.,

High Low
Calendar 2004
Third Quarter $20.58 $15.28
Fourth Quarter 25.00 18.58
Calendar 2005
First Quarter $26.62 $20.70
Second Quarter 27.87 22.73
Third Quarter 27.34 23.42
Fourth Quarter 28.77 21.24
Calendar 2006
First Quarter $32.57 $27.60
Second Quarter 32.46 2381

At September 10, 2006, there were approximately 200 holders of
record of our common stack, although there is a much larger number of
beneficial owners.

We have never paid cash dividends on our common stock and we
do not anticipate declaring any cash dividends on our common stock in
the foreseeable furure, We intend to rerain all future earnings for use

in the development of our business.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

As discussed under “Management’s Discussion and Analysis of Financial
Condition and Results of Operations—Liquidity and Capiral Resources”
above, as of June 30, 2006, a toral of $35.5 million was outstanding
under the 2005 Credit Facility with a weighted average interest race of
6.7% per annum. Based upon $33.5 million outstanding under the 2003
Credit Facility at June 30, 2006, our annual interest cost under the
2005 Credit Facility would increase by $0.4 million for each 1% increase
in Eurodaotlar interest rates.

In order to reduce our exposure to increases in Eurodollar rates, and
consequently to increases in interest payments, we entered into an
interest rate swap transaction (the “Prior Swap™) on October 2, 2003, in
the amount of $20.0 millicn (the “Prior Notional Amount™} with an
cffective date of March 15, 2004 and a maturity date of September 15,
2005. Pursuant to the Prior Swap, we paid a fixed interest rate of 2.12%
per annum and received a Eurodollar-based floating rate. The effect of
the Prior Swap was to neutralize any changes in Eurodollar rates on the
Prior Notional Amount. As the Prior Swap was not effective until
March 13, 2004 and no cash flows were exchanged prior to that date, the
Prior Swap did not meet the requirements to be designated as a cash
flow hedge. As such, an unrealized loss of $0.2 million was recognized
in our statement of operarions for the fiscal year ended June 30, 2004,
reflecting the change in fair value of the Prior Swap from inception to

the effective date. As of March 15, 2004, the Prior Swap met the
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requirements to be designared as a cash flow hedge and was deemed a
highly effective transaction. Accordingly, we recorded $0.2 million
representing the change in fair value of the Prior Swap from March 15,
2004 through September 15, 2005, as other comprehensive income,
which was reversed upon the termination of the Prior Swap in
September 2005, In addition, upon termination of the Prior Swap, we
reversed the unrealized loss of $0.2 million previously recognized in our
statement of operations.

In order to reduce our exposure to increases in Eurodollar rates, and
consequently to increases in interest payments, we entered into a new
interest rate swap transaction (the “2005 Swap”) comprised of two
instruments {“Swap A” and “Swap B”) on September 28, 2005, with an
effective date of October, 3, 2005. Swap A, in the amount of $15.0 million
(the “A Notional Amount”), matures on October 3, 2008 and Swap B,
in the amount of $5.0 million (the “B Notional Amount”), matures on
April 3, 2007 Pursuant to Swap A and Swap B, we pay a fixed interest
rate of 4.69% and 4.64% per annum, respectively, and receive a
Eurodollar-based floating rate. The effect of the 2005 Swap is to
neutralize any changes in Eurodollar rates on the A Notional Amount
and the B Nerional Amount. The 2005 Swap meets the requirements
to be designated as a cash flow hedge and is deemed a highly effective
transaction. Accordingly, changes in the fair vatue of Swap A or Swap B
are recorded as other comprehensive income {loss).
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